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JACKSONVILLE BANCORP, INC.

Jacksonville Bancorp, Inc., a Florida corporation {NASDAQ: JAXB), is a one-bank holding company enéaged in
commercial banking through its wholly owned subsidiary, The Jacksonville Bank. The Bank, which opened for
business on May 28, 1999, is headquartered in Duval County, Jacksonville, Florida.

The Jacksonville Bank currently provides a variety of community banking and financial services to businesses
and individuals through its five full-service offices in Jackscnville.

Qur mission is to have a positive and meaningful impact on the lives of our bankers, our customers,
our shareholders and the community of Jacksonville. The personal values and behaviors that we consider most
important to achieving excelience are compassion, ambition, responsibility, positive attitude and ethics.

IN APPRECIATION

Rudolph A. Kraft, one of our founding directors, retired from the Board of Directors of Jacksonville Bancorp, Inc.
and The Jacksonville Bank on August 31, 2006. Over the years, he served on many committees in many leadership
roles, including Chairman of the Loan Committee. The Bank grew steadily and prudently during Rudy's seven-year 1
service. We thank him for his dedication to our Company and wish him well in his retirement,
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At or for the Year Ended Decermnber

L+
{Doliars in thousands, except per share data) 2006 2005 \2604"_25_13.
—
Total assets $325,575 $273,044 $223,744
Loans, net 281,006 232,031 188,137
Deposits 282,626 234,211 201,188
Shareholders’ equity 23,138 19,846 17,804
Net interest income 11,072 8,219 6,930
Net earnings {loss) 2,523 2,173 1,335
Basic earnings {loss) per share $ 146 $ 127 $ 086
Diluted earnings (loss) per share $ 139 $  1.21 $ 079
Book value per share at end of year $ 13.28 $ 1157 $ 1042
Return on average assets 0.83% 0.88% 0.66%
Return on average equity 11.92% 11.69% 8.84%
Noninterest expenses to average assets 2.49% 2.53% 2.60%
Nonperforming loans and foreclosed assets as a percentage
of total assets at end of year 0.26% 0.28% 0.29%
Allowance for loan losses as a percentage of total loans at
end of year 0.92% 0.94% 0.97%
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Dear Valued Shareholders and Friends:

to

Shareholders

On behalf of the bankers of The Jacksonville Bank and the
directors of Jacksonville Bancorp, Inc., it is our pleasureg 10
provide you with the 2006 Annual Report, In a world where
cell phones, e-mails, voice mails and the Internet have us
reminiscing about how “life used to be” and still wondering
“what will they think of next,” it is important to take a8 moment
1o reflect on the past, focus cur energy to the present and
position ourselves for even better days ahead. This is true as
an individua!, a family, a business, a community and certainty
for our bank.

Gilbert J. Pomar, IlI
President & Chief
Executive Officer

During 2008, our seventh full year of existence, we continued

our history of record earnings and balance sheet growth, This

was especially gratifying as we expanded our branch network

from three to five offices to better position ourselves to capture market share over time. In spite of the investments
we made in our future during 2006, we still managed 1o grow net income and earnings per share by 15% in a year
that demanded higher expenses in order to properly staff and complete the new locations. Specifically, we earned
$2.52 million, or $1.46 per basic share and $1.39 per fully diluted share. Qur return on average equity of 2% has
continued to improve every year. We also grew assets a record $53.2 million...more than $1 million per week...to a
total of nearly $326 million.

Total loans grew by $49.5 million, or 26%, in 2006 and total deposits grew by $48.4 million, or 21%. We continue
to maintain a high-guality loan portfolic and conservative lending mindset. Nonperforming loans to total assets were
only .26% and down for the fourth consecutive year. Only 8% of our loan portfelio is in construction and develop-
ment loans, which is 8 comfortable position, given the slowdown in residential real estate that is affecting our
industry. Our interest margins also managed to hold up nicely in 2006. Despite a prolonged period where short-
term rates were higher than long-term rates, our overall margin declined only five basis points from 3.86% 10 3.81%.

While we are pleased with the results when we reflect on 2006 and the last seven years, we know it is what we
do today and each day ibat matters most. We have made it possible for every one of our bankers to own shares

in the company. Our bankers approach their work and customer service with an "owner's mentality.” All of our
managers share the same objectives: (1) 1o produce excellent and measurable results; (2) to implement a plan o
achieve those results; and (3} to foster a culture that truly reflects our core values. | have written to you before
about our core values...compassion, ambition, responsibility, positive attitude and ethics. They guide us as much
taoday as they ever have. | encourage you to ask one of our bankers to tell you about our core values and our culiure.
! believe you will be impressed with their excitement when they answer your guestions,
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Our future growth and success will be accomplished the only way it can be...ong person, one family, one business
and one community at a time. We pride ourselves on speed, on flexibility, on common sense and on innovation,
But we also take the extra time to make sure we counse! and provide alternatives and service at the same level
after the sale as we do in the courting stage.

We take our time in teaching a new employee about products, policies and procedures. We take our time when
interviewing candidates for a new position. We take our time when we meet a custorner for the first time or an old
friend who needs our help.

Take the extra time. . it always pays off.

We also take time 1o make sure our company is deeply involved
in the Jacksonville community. We do not do it because it's
mandated; our bankers do it because it's who they are, In 20086,
The Jacksonville Bank was one of only four finalists for United
Way's Summit Award in the less-than-100-employees category.
We were also recognized as having one of the three best cam-
paigns in the entire small business community. We had 100%
employee participation and over 17% of employees who gave
at the leadership level. These are bankers, like so many of our
successful customers, who focus on what they can control,

Scott M, Hall Valerie A. Kendall We are also careful to take the time to plan for our future.
Executive Vice President Executive Vice President Our formalized strategic planning sessions allow us to look
& Senior Loan Officer of & Chief Financial Officer of at strategic objectives and opportunities at a high level. We
The Jacksonville Bank Jacksonville Bancorp, Inc.

commit this time as a way to discover, study and take advan-
tage of our strengths while maintaining an awareness of, and
developing a plan to improve upon, our weaknesses. There
are many strategic opportunities in our marketplace that may
be available, and we will be vigilant in pursuing them if it is in your best interests. We will protect what we have
built over the last seven years this year and beyond.

and The Jacksonville Bank

How will we do it?

We will do it by producing excellent financial results that drive our stock price. We will do it with aggressive and
responsible growth that increases franchise value.

We will do it with the continued support from you, our shareholders, and the support of our bankers and the people
who live in the Jacksonville community. We will do it by realizing that despite the frenzied pace we often find our-
selves in, we will build something very special and very valuable when we reflect on our past, live in the present,
and plan for the future...one person, one family, one business and one community at a time.

One bank—The Jacksonville Bank.

/\("@m

Gilbert J. Pomar, Il
President & Chief Executive Officer

Relationships
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’SL’-‘ Convenlient
Locations

DOWNTOWN
BRANCH

QUEEN’S HARBOUR

BRANCH
GATE PARKWAY

BRANCH

ORTEGA

BRANCH MANDARIN
BRANCH
-
Downtown Branch
100 North Laura Street
Jacksonville, FL 32202
904.421.3040
Queen’s Harbour Branch Gate Parkway Branch
12740-200 Atlantic Boulevard 7880 Gate Parkway
Jacksonville, FL 32225 Jacksonville, FL 32256
904.220.3001 904.899.0420
Ortega Branch Mandarin Branch
4343 Roosevelt Boulevard 10325 San Jose Boulevard
Jacksonville, FL 32210 i Jacksonville, FL 32257
904.899.0400 NASDAQ: JAXB 904.288.8933
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The selected consolidated financiai data presented below as of and for the years ended December 31, 2006, 2005, 2004, 2003 and 2002 is unaudited and has been
derived from our Consolidated Financial Statements and from our records. The information presented below should be read in conjunction with the Consolidated Financial
Statements and related notes and “Management’s Discussion and Analysis of Financial Condition and Results of Operations.”

At or for the Year Ended December 31,

{Dollars in thousands, except per share figures} 2006 2005 2004 2003 2002
Financial Condition Data:
Cash and cash equivalents $ 4478 $ 4,767 $ 6,735 $ 3894 $ 4,281
Securities 26,109 24,261 23,175 16,830 12,531
Loans, net 281,006 232,031 - 188,137 150,976 108,933
All other assets 13,982 11,985 5,697 5,167 5,086

Total assets $325,575 $273,044 $223,744 $176,867 $130,831
Deposit accounts 282,626 ' 234,211 201,188 158,539 110,128
Other borrowings 18,832 17,650 4,000 4,296 7.747
All other liabilities 979 1,337 752 625 389
Shareholders’ equity 23,138 19,846 17,804 13,407 12,567

Total liabilities and sharehalders’ equity $325,575 $273,044 $223,744 $176,867 $130,81
Operations Data:
Total interest income 22,017 15,748 10,858 8,729 6.699
Total interest expense 10,945 6,629 3,928 311 2,763
Net interest income . 11,072 9,219 6,930 5,618 3,936
Provision for loan losses 546 481 282 1,580 443
Net interest income after provision for loan losses 10,526 8,738 6,648 4,038 3,493
Noninterest income 1,047 964 767 1,550 580
Noninterest expenses 7,673 6,287 5,274 3,971 3,134
Income before income taxes ‘ 4,000 3.415 2141 1,617 939
Income taxes 1,477 1,242 806 613 355
Net income $ 2523 $ 2173 $ 1,335 $ 1,004 $ 584
Per Share Data:
Basic earnings per share $ 146 $ 127 $ .B6 3 .68 3 44
Diluted earnings per share : 1.39 1.21 79 .B7 44
Dividends declared per share —_ — — - —_
Total shares outstanding at end of year 1,741,688 1,714,716 1,708,366 1,467,166 1,467,066
Book value per share at end of year $ 13.28 $ 1157 £ 1042 $ 914 $ B57
Ratios and Other Data:
Return on average assets 0.83% 0.88% 0.66% 0.64% 0.53%
Return on average equity 11.92% 11.69% 8.84% 7.80% 5.40%
Average equity to average assets 6.95% 7.49% 7.46% 8.16% 9.85%
Interest rate spread during the period 3.15% 3.27% 3.14% 3.31% 3.37%
Net yield on average interest-garning assets 3.81% 3.88% 3.63% 3.72% 3.89%
Noninterest expenses to average assets ! 2.49% 2.53% 2.60% 2.52% 2.86%
Average interest-earning assets to average

interest-bearing liabilities : 1.17 1.22 1.19 1.20 1.19
Nonperforming loans and foreclosed assets as a

percentage of total assets at end of year 0.26% 0.28% 0.29% 0.63% 0.68%
Allowance for loan losses as a percentage of tota! loans

at end of year : 0.92% 0.94% 0.97% 1.10% 1.00%
Total number of banking offices!" 5 3 3 3 3

(1) Amount represents banking offices operating 8t December 31 of each year. The Bank currantly has five operating offices.
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General * Money market deposits increased by $23.3 million, or

Jacksonville Bancorp, Inc. {"Bancorp”) was incorporated on
QOctober 24, 1997 and was organized to conduct the operations
of The Jacksonville Bank (the "Bank”). The Bank is a Florida
state-chartered commercial bank that opened for business

on May 28, 1999, and its deposits are insured by the Federal
Deposit Insurance Corporation. The Bank provides a variety of
community banking services 1o businesses and individuals in
Duval County, Florida. During 2000, the Bank formed Fountain
Finangial, Inc., a wholly owned subsidiary. The primary business
activities of Fountain Financial, Inc. consist of the referral of our
customers to third parties for the sale of insurance products.

Business Strategy

Qur primary business segment is community banking and con-
sists of attracting deposits from the general public and using
such deposits and other sources of funds to originate commer-
cial business loans, commercial real estate loans, residential
morigage loans and a variety of consumer loans. We also invest
in mortgage-backed securities and securities backed by the
United States Government, and agencies thereof, as well as
other securities.

Qur goal is to sustain profitable, controlled growth by focusing
on increasing our loan and deposit market share in the Northeast
Florida market by developing new financial products, services
and delivery channels; closely managing yields on earning assets
and rates on interest-bearing liabilities; focusing on noninterest
income opportunities, controlling the growth of noninterest
expenses and maintaining strong asset quality. Although our
current strategy is to grow organically, growth through acqguisi-
tion would be considered if price, culture and market fit within
our strategies.

2006 Executive Overview

The following were significant factors related to 2006 results as
compared to 2005, The 2006 performance is reflective of the
successful execution of our strategy to focus on organic growth
within the Northeast Florida market. During 2008, we recorded
strong growth in commercial real estate loans. During the year,
commercial real estate loans increased by $35.6 million, or
26.4%. Total loans increased by $49.5 million, or 21.1%.

Total deposits increased by $48.4 million, or 20.7%. during 2006.
The following are changes in the deposit categories:

* Noninterest-bearing deposits decreased $7.6 million, or
18.8%. This is primarily due to the reallocation of deposits
(by one large depositor) into a money market account.

18.1%. This is primarily driven by an increase in commer-
cial accounts due to a strategic focus on enhancing new
and existing relationships along with the reallocation from
noninterest bearing accounts as discussed above. The
certificate of deposit portfolio increased by $33.0 million.
The Company's management pursued local deposits more
aggressively by offering competitive deposit products in an
effort to attract core deposits and utilized the National CD
market as an additicnal source of funding the asset growth.

Total shareholders’ equity increased $3.2 million, or 16.6%
during 2006, supporting management’s commitment to retain
sufficient earnings to protect shareholders and depositors, pro-
vide for reasonable growth and fully comply with regulatory
requirements. During 2006, the Company opened two addi-
tional branch locations in key areas of Jacksonville. The first of
the new branches opened on February 6, 2006 and is a former
SouthTrust branch which became available as a result of the
merger between Alabama's SouthTrust Bank and North Carolina’s
Wachovia Bank. The other branch is strategically located in one
of the fastest growing areas of Jacksenville and opened on
June 9, 2006. This brings the total branches in the Jacksonville
market to five. The Company is now well positioned to support
ongoing arganic growth.

Credit quality remained healthy in 2006 with no substantial charge-
offs in 2006 or 2005. The allowance for loan loss as a percent-
age of total loans outstanding was 0.92% at December 31,
2006, compared 10 0.94% at December 31, 2005.

Our net income was $2.5 million in 2006 as compared to $2.2
million in 2005, an increase of $350,000, or 16.1%. Our diluted
earnings per share were $1.39 in 2006 as compared to $1.21 in
2005, an increase of $0.18 per diluted share, or 14.9%. Return
cn average assets and return on average equity were 0.83%
and 11.92%, respectively, in 2006 compared to 0.88% and
11.69%, respectively, in 2005.

Interest income was $22.0 million in 2006 as compared to
$15.7 million in 2005, an increase of $6.3 million, or 39.8%,
primarily due to an increase in 2006 of $53.2 million in average
interest-earning assets compared to 2006.

Basic average shares outstanding increased to 1,726,350 in
2006 from 1,711,148 in 2005 primarily as a result of stock option

exercises. The diluted weighted average shares outstanding '
increased to 1,812,890 from 1,789,674 in the same periods.

6-7
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Noninterest income increased $83,000 in 2006 primarily due to
income earned on a $4.5 million Bank Owned Life Insurance
contract entered into by the Bank during the second quarter of
2005. Mortgage origination fees increased 60.6% during 2006.

Critical Accounting Policies

A critical accounting pdlicy is one that is both very important to
the portrayal of the Company's financial condition and requires
management's most difficult, subjective or complex judg’ments’.
The circumstarices that make these judgments difficult; subjec-
tivé or complex have to do with the need to make estimates
about the effect of matters that are inherently uhcertain. Based
on this definition, the Company's primary critical accounting
policy is the establishment and maintenance of an aliowance
for loan loss.

The allowance for loan loss is established through a provision
for loan loss charged to expense. Loans are charged against the
allowance for loan loss when management believes that the col-
lectibility of the principal is unlikely. The allowance is.an amount
that management believes will be adequate to absorb inherent
losses on existing loans that may become uncollectible based
on evaluations of the collectibility of the loans. The evaluations
take into consideration such objective factors as changes in the
nature and volume of the loan portfolio and historical loss expe-
rience. The evaluation alsc considers certain subjective factors
such as overall portfolio quality, review of specific problem loans
and current economic conditions that may affect the -borrowers’
ability to pay. Thé tevel of the allowance for loan loss is also

impactéd by increases and decreases in loans outstanding,
because either more or less allowance is required as the amount
of the Company’s credit exposure changes. To the extent actual
lean losses differ materially from management’s estimate of
these subjective factars, loan growth/run-off accelerates, or the
mix of loan types changes, the level of the provision for loan
loss, and related allowance can, and will, fluctuate.

Reéent Acéauriting Pronouncements

Please refer to Note 1 of the accompanying Consolidated
Financial Statements for information related to the adoption of
new accounting standards and the effect of newly issued but
not yet effective accounting standards.

Securities

The securities portfolio is categorized as either “held to maturity,”
“available for sale,” or “trading.” Securities held to maturity rep-
resent those securities which the Bank has the positive intent
and ability to hold to maturity. Securities available for sale repre-
sent those investments which may be sold for various reasons,
including changes in interest rates and liquidity considerations.
These securities are reported at fair market value and unrealized
gains and losses are excluded from earnings and reportéd in
accumulated other comprehensive income {loss). Trading secu-
rities are held primarily for resale and are recorded at thair fair
values. Unrealized gains or losses on trading securities are
included immediately in earnings. During 2006, 2005 and 2004,
the Bank had no trading securities.

The following table sets forth the amortized costs and fair value of our securities portfolio (dollars in thousands):

At December 31, 2006 At December 31, 2005 At December 31, 2004
Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value
Securities available for sale: '
U.S. Government agency securities $10,473 $10,280 $ 729 . § 7,108 $ 8295 $ 8,116
Maortgage-hacked securities 8,995 8,829 12,458 12,231 14,369 14,325
State and municipal securities. 7,060 6,950 5,036 4,872 .. 686 684
Tota! | 526528  $26,059 $24,789  §24.211 $23,350 $23,125
Security held to maturity: )
State of Israe! bond _ _ i $ 50 s” ] 50 _$ 50 b5 f.SO $ 50 ) 5 50
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The following table sets forth, by maturity distribution, certain information pertaining to the securities {dollars in thousands):

-

After 1 Year After 5 Years

Within t Year Within 5 Years Within 10 Years After 10 Years
Amount  Yield Amount Yield Amount Yield Amount Yield
At December 31, 2008;
Securities avaitable for sale:
U.S. Government agency securities $— — $2,971 4.15% $ 4434 490% $ 2875 b5.03%
Mortgage-backed securities — — 2134 4.05% 918 4.35% 5777 4.27%
State and municipal securities — - — — 4,830 3.66% 2120 4.13%
Total — — $5,105 4.11% $10,182  4.27% $10,772 445%
Security held to maturiiy:
State of Israel bond $ 50 750%
Total $ 60 7.50%
Totals Loan Portfolio Composition
Amount _ Yield Commercial real estate loans comprise the largest group of
At December 31, 2006: loans in our portfolio amounting to $198.0 million, or 69.7% of
Securities available for sale: the total loan portfolio, at December 31, 2008, increasing from
U-5. Government agency securities $10280  4.72%  g156.3 million, or 66.7%. at December 31, 2005. Residential
gﬂortgage'backe.d securities 8829 423% a4 estate loans comprise the secand largest group of loans in
tate and municipal securities 6950 381% 15 portfolio, amounting to $62.2 million, or 21.9% of the total
Total 26059 431% loan portfolio, at December 31, 2006, as compared to $58.0
Security held to maturity: million, or 24.7%, at December 31, 2005. As of December 31,
State of Israel bond $ 50 750% 2006, commercial loans amounted to $18.9 million, or 6.7% of
Total $ 50 7.50% total loans, which were $16.7 million, or 7.1%, at December 31,
: T 2005. The following table sets forth the composition of our loan
portfolio {dollars in thousands):
At December 31,
2006 2005 2004 2003 2002
% of % of % of % of % of
Amount Total Amount Total Amount Total Amount Total Amount Total
Commercial real estate™ £193.041 69.7% $156,260 66.7%  $121,542 63.9% § 93.899 61.56% $ 63,520 57.7%
Commercial 18,903 6.7 16,681 7.1 15,855 8.3 16,443 10.8 16,648 18.1
Residential real esiate 62.270 219 57,985 24.7 46,663 2486 36,594 24.0 25,825 235
Consumer and other 4,693 1.7 3,461 1.5 6,013 3.2 5,729 3.7 4,057 3.7
$283.907 100.0% $234,398 100.0% $190,073 100.0% $152,665 100.0% $110,550 100.0%
Add (deduct): ' o - - ' ' '
Allowance for loan losses {2,621) (2,207 {(1,843) (1,679} {1,100}
Net deferred {fees) costs {280} {149} {83} {i0) a7
Loans, net $281,006 $232,031 $188,137 $108,933

$150,976

1) Far presentation purposes, construction and farmland loans have been classified as commaercial real astate loans.
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The following table reflects the contractual principal repayments by period of our loan portfolio at December 31, 2006 (in thousands):

Commercial
Real Residential
Commercial Estate Mertgage Consumer
Years Ending December 3t, Loans Loans™ Loans Loans Total
Less than 1 year $15,725 $ 45,832 $15,815 $2,707 $ 83,779
1-5 years 3.105 95,823 17,963 1,522 118,413
Greater than 5 years 73 52,386 28,792 464 81,715
Total $18,903 $198,041 62,270 $4,693 $283,907
(1) For prasentation purposes, construction and farmland loans have been classified as commercial real estate loans.
" Loans Maturing
(in thousands} Within 1 Year 1-5 Years After b Years Total
Loans with:
Fixed interest rates $23,181 $ 80,018 $50,871 $154,070
Variable interest rates 60,598 38,395 30,844 129,837
Total Loans $83.779 $118,413 $81,715 $283,907

Scheduled contractual principal repayments of loans do not
reflect the actual life of such assets. The average life of loans
is substantially less than their average contractual terms due to
prepayments. In addition, due-on-sale clauses on loans gener-
ally give us the right to declare a conventional loan immediately
due and payable in the event, among cther things, that the bor-
rower selis real property subject to a mortgage and the loan is
not repaid. The average life of mortgage loans tends to increase,
however, when current mortgage loan rates are substantially
higher than rates on existing mortgage loans and, conversely,
decrease when rates on existing mortgages are substantially
higher than current mortgage loan rates.

Credit Risk

Qur primary business is making commercial, real estate, busi-
ness, and consumer loans. That activity entails potential loan
losses, the magnitude of which depends on a variety of eco-

nomic factors affecting borrowers which are beyond our control.

While the Company has instituted underwriting guidelines and
credit review procedures to protect it from avoidable credit
losses, some losses will inevitably occur. At December 31, 2006,
the Company had nonperforming assets of $851,000, of which
$431,000 was past due 90 days or more but still accruing inter-
est. In addition, it charged off lgans totaling $140,000 in 2006.

Loans are placed on nonaccrual status when management has
concerns relating to the ability to collect the loan principal and

interest and generally when such loans are 90 days or more past
due. A loan is considered impaired when it is probable that not
all principal and interest amounts will be collected according to
the loan contract. The following table sets forth certain informa-
tion regarding nonaccrual loans, including the ratio of such loans
to total assets as of the dates indicated (dollars in thousands):

At December 31,

2006 2005 2004 2003 2002
Nonperforming loans:
Commercial loans $839 §Y53 $413 $586 3442
Residential real estate loans — 10 33 130 409
Consumer loans and other 12 3 208 — —
Total nonperforming loans $851 $766 $654 $726 $851
Total nonperforming locans

to total assets 0.26% 0.28% 0.29% 041% 065%

Nonperforming loans at December 31, 2006 includes two loans
past due over 90 days and still on accrual totaling $431,000.
Due to certain circumstances, we believe that we will receive
full payment for each of these loans. Nonperforming loans at
December 31, 2005 includes a loan past due over 90 days and
still on accrual totaling $447,000, which was brought current by
the customer in January 2006. In addition to the nonperforming
loans identified above, the Company has identified approxi-
mately $92,000 in additional impaired loans at December 31,
2006 through its ongoing loan review process.
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Allowance and Provision for Loan Losses

The allowance for loan losses is a valuation allowance for credit
losses in the loan portfolio. Management has adopted a meth-
odology to properly analyze and determine an adequate loan
loss allowance. The analysis is based on sound, reliable and welt
documented information and is designed to support an allow-
ance that is adequate to absorb all estimated incurred losses in
the Company’s loan and lease portfolio.

Due to their similarities, the Company has grouped the loan
portfolio into three components. The components are residential
real estate, consumer loans and commercial loans. The Company
has created a loan classification system to properly calculate
the allowance for loan losses. Commercial and commercial real
estate loans are individually evaluated for impairment. If a loan
is impaired, a portion of the allowance is allocated so that the
loan is reported, net, at the present value of estimated future
cash flows using the loan's existing rate or at the fair value of
collateral if repayment is expected solely from the sale of the
collateral. Large groups of smaller balance homogeneous loans,
such as consumer and residential real estate loans, are collec-
tively evaluated for impairment and, accordingly, they are not
separately identified for impairment disclosures.

In estimating the overall exposure to loss on impaired loans,
the Company has considered a number of factors, including the

The following table sets forth information with respect to activity in the allowance for loan losses for the periods indicated (dollars

in thousands):

3
T
1
+

==

borrower's character, overall financial condition, resources and
payment record, the prospects for suppert from any financially
responsible guarantors and the realizable value of any collateral.

The Company also considers other internal and external factors
when determining the allowance for loan losses. These factors
include, but are not limited to, changes in national and focal eco-
nomic conditions, commercial lending staff limitations, impact
from lengthy commercial loan workout and charge-off period,
loan portfolio concentrations and trends in the loan portfolio.

Senior management reviews this calculation and the underlying
assumptions on a routine basis not less frequently than quarterly.

The allowance for loan losses amounted to $2.6 million and
$2.2 million at December 31, 2006 and December 31, 2005,
respectively. Based on an analysis performed by management
at December 31, 20086, the allowance for loan losses is con-
sidered to be adequate to cover estimated loan losses in the
portfolio as of that date. However, management’s judgment

is based upon a number of assumptions about future events,
which are believed to be reasonable, but which may or may not
prove valid. Thus, there can be no assurance that charge-offs in
future periods will not exceed the allowance for loan losses or
that significant additional increases in the allowance for loan
losses will not be required.

Year Ended December 31,

2006 2005 2004 2003 2002

Allowance at beginnihg of year
Charge-offs:

§2,207 $1,843 $1.679 $1,100 $ 657

Consumer and other loans _ 16 15 —_ _ —
Commercial real estate — — — 171 —
Commercial loans 124 102 130 778 —
Residential real estate — — — 52 -—
140 117 130 1,001 —
Recovenes:
Consumer loans 3 — — — —
Commercial real estate —_— — — — —
Commercial loans 5 — 12 . _
Residential real estate —_— — —_ — —
8 — 12 — —
Net charge-offs 132 17 118 1,001 — |
Provision for loan losses charged to operating expenses 546 4/ 282 1,580 443 "
Allowance at end of year $2,621 $2,207 $1,843 $1,679 $1.100 |
|13
Ratio of net charge-offs to average loans cutstanding 0.05% 0.06% 0.07% 0.75% 0.00%
I
Allowance as a percent of total loans 0.92% 0.94% 0.97% 1.10% 1.009/2'
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The following table presents information regarding the total allowance for loan losses as well as the allocation of such amounts to

the various categories of lcans {dollars in thousands}:

At December 31,

2006 2005 2004 2003 2002
% of % of % of % of % of
Loans Loans Loans Loans Loans
to Total to Total to Total o Total to Total
Amount Loans Armount Loans Amount Loans Armount Loans Armount Loans
Commercial real estate $1,689 69.7% $1,286 66.7% $ 979 63.9% $ 413 61.5% $ 254 57.7%
Commercial 225 6.7 268 7.1 380 8.3 265 108 330 15.1
Residential real estate 667 219 621 247 425 24.6 166 24.0 134 235
Consumer and other 40 1.7 32 15 59 3.2 45 3.7 30 37
Unallocated general allowance'™ _ _ -_ — — — 790 - 352 —
Total allowance for loan losses $2,621 100.0% $2,207 100.0% $1,843 100.0% $1.679 100.0%  $1,100 100.0%
Allowance for loan losses as a per-
centage of total loans cutstanding 0.92% 0.94% 097% 1.10% 1.00%

(1) Management revised its valuation process dunng 2004, This change in methodology resuited in the unallocated portion of the allowance for loan losses at Dacember 31,
2003 being more precisely allocated between the Company’s individual foan categories as shown above,

Deposits and Other Sources of Funds

General. In addition {o deposits, the sources of funds available
for lending and other business purposes include loan repay-
ments, loan sales, Federal Home Loan Bank (FHLB) advances,
federal funds purchased lines of credit, and securities sold under
agreements to repurchase. Loan repayments are a relfatively
stable source of funds, while deposit inflows and outflows are
influenced significantly by general interest rates and market -
conditions. Borrowings may be used on a short-term basis to
compensate for reductions in other sources, such as deposits,
or due to favorable differentials in rates and other costs.

Deposits. Deposits are attracted principally from our primary
geographic market areas in Duval County, Florida. The Bank
also enhanced its geographical diversity by offering certificates
of deposits natianally to other financial institutions. The Bank

offers a broad selection of deposit products, including demand
deposit accounts, NOW accounts, money market accounts,
regular savings accounts, term certificates of deposit and
retirement savings plans (such as IRAs). Certificate of deposit
rates are set to encourage longer maturities as cost and market
conditions will allow. Deposit account terms vary, with the pri-
mary differences being the minimum balance required, the time
period the funds must remain on deposit, and the associated
interest rates. The Company holds quarterly Asset Liability
Committee (ALCO) meetings, comprised of members of the
Board of Directars and management. In addition, pricing meet-
ings are held by members of management on a monthly basis
or more frequently if economic conditions dictate. The Bank
emphasizes commercial banking and small business relaticn-
ships in an effort to increase demand deposits as a percentage
of total deposits.

1

The following table shows the distribution of, and certain other information relating to, our deposit accounts by type (dollars in thou-

sands):
At December 31,
2006 2005 2004

Average  Average Average Average Aﬁerage Average

Balance Rate Paid Balance Rate Paid Balance Rate Paid
Demand deposits $ 34,585 0.00% $ 34,475 0.00% $ 22,607 0.00%
NOW deposits 7.804 0.21 8,103 0.22 7,980 014
Money market deposits 132,206 4.45 89,987 3.77 41,888 2.37
Savings deposits 10,737 3.01 13.495 1.97 13.817 1.25
Time deposits 74,280 457 69,411 3.25 98,391 2.69

Total deposits $259,612 3.70% $215,471 2.75% $184,683 2.07%
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The following table presents maturity of our time deposits at
December 31, 2006:

Deposits Depaosits
$100,000 Less Than
and Greater  $100,000 Total
Due three months or less $30,079 $22,295  $b62,374
Due more than three months

10 six months 7.464 7,915 15,379
More than six months o one year 10,420 14,743 25,163
One 1o five years 1,369 4,923 6,292
More than five years — — —
$49,332 $49,876 $99,208

Liquidity

The Company's liquidity is its ability to maintain a steady flow
of funds to support its ongoing operating, investing and financ-
ing activities. Qur Board establishes policies and analyzes and
manages liquidity to ensure that adeguate funds are available to
meet normal operating requirements in addition to unexpected
customer demands for funds, such as high levels of depaosit
withdrawals or loan demand, in a timely and cost-effective man-
ner. The most important factor in the preservation of liquidity is
maintaining public confidence that facilitates the retention and
growth of a large, stable supply of core deposits and wholesale
funds. Ultimately, public confidence is generated through profit-
able operations, sound credit guality and a strong capital position.
Liquidity management is viewed from a long-term and a short-
term perspective as welt as from an asset and liability perspec-
tive. We monitor liguidity through a regular review of loan and
deposit maturities and toan and deposit forecasts to minimize
funding risk. Sources of liquidity include converting liquid assets
to cash, customer deposits and borrowings.

As discussed above, sources of liquidity include principal pay-
downs of leans and investment securities, customer deposits
and borrowings. The Bank has an unsecured federal funds

purchased accommodation with its main correspondent bank,

totaling $5.3 million at December 31, 2006, of which $182 was
utilized as of that date. In addition, the Company has invested

in FHLB stock for the purpose of establishing credit lines with
FHLB. This line is collateralized by a blanket lien arrangement

on the Company'’s first mortgage loans, second mortgage loans
and commercial real estate loans. Based on this collateral and
the Company's holdings of FHLB stock, the Company was eligi-
bie to borrow up to $47.8 million from this credit line, of which
it had borrowed $11.7 million at December 31, 2006. In addition,
the Company had available credit lines with other correspondent
banks totaling $27.2 million.

Scheduled maturities and paydowns of its investment securities
are an additional source of liguidity. During 20086, the Company
had received approximately $3.4 million from maturities and
paydowns of investment securities, The Bank also has the abil-
ity to convert marketable securities into cash or access new of
existing sources of incremental funds if the need should arise.
Additionally, on December 14, 2006, the Company participated
in a pooled offering of trust preferred securities of $3 million.
This will provide additional liquidity to support the ongoing
growth of the Company.

At December 31, 20086, the Bank had outstanding commitments
to borrowers for available lines of credit and standby letters of
credit totaling $31.9 million and $847,000, respectively. Based
on the sources of liquidity discussed above, the Company
believes that it has access to sufficient funds to cover such
commitments, should the need arise.

Regulatory Capital Requirements

The Bank is required to meet certain minimum regulatory capital
requirements. Quantitative measures established by regulation
to ensure capital adequacy require us to maintain minimum
amounts and percentages of total and Tier 1 capital (as defined
in the regulations) to risk weighted assets (as defined}, and of
Tier 1 capital {as defined) to average assets (as defined). As

of December 31, 2006, the Bank and Company met all capital

12-13
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adequacy requirements to which they were subject. The regulatory c¢apital minimums and the Cormpany’s and Bank's actual data for

the indicated periods are set forth in the table below (dollars in thousands).

To Be Well
Capitalized Under

For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
2006
Total Capitat to risk weighted assets
Consolidated $33,052 11.48% $23,043 8.00 % N/A N/A
Bank 29,594 10.18 23,263 8.00 $29.079 10.00%
Tier 1 (Core) Capital to risk weighted assets
Consolidated 30,431 10.57 11,521 4.00 N/A N/A
Bank 26,973 9.28 11,632 4.00 17,447 6.00
Tier 1 (Core) Capital 1o average assets
Consolidated 30,431 9.47 12,856 4.00 N/A N/A
Bank 26,973 8.38 12,872 4.00 16,091 5.00
2005
Total Capital to risk weighted assets
Consolidated $26,413 10.97% £19,258 8.00 % N/A N/A
Bank 24,505 1017 19,284 8.00 $24,105 10.00%
Tier 1 (Core) Capital to risk weighted assets
Consclidaled 24,206 10.05 9,629 4.00 N/A N/A
Banrk 22,298 9.25 9,642 4.00 14,463 6.00
Tier 1 {Core) Capital to average assets
Consolidated 24,206 9.06 10,682 4.00 NfA N/A
Bank 22,298 8.34 10,698 4.00 13,373 5.00

Under Federal Reserve policy, the Company is expected to act
as a source of financial strength to, and to commit resources to
support, The Jacksonvilie Bank. Management actively manages
capital levels in conjunction with asset growth plans, creating a
positive impact on shareholder value.

Off-Balance-Sheet Arrangements and
Contractual Obligations

The Company is a party to financial instruments with off-balance-
sheet risk in the normal course of business to meet the financ-
ing needs of its customers. These financial instruments are
commitments to extend credit, unused lines of credit, and standby
letters of credit, and may involve, to varying degrees, elements
of credit and interest-rate risk in excess of the amount recog-
nized in the consolidated balance sheet. The contract amounts
of these instruments reflect the extent of involvernent the
Company has.

The Company’s exposure o credit loss in the event of non-
performance by the other party to the financial instrument for
commitments to extend credit is represented by the contractual

amount of those instrurments. The Company uses the same
credit policies in making commitments as for on-balance-sheet
instruments.

Commitments to extend credit are agreements to lend to

a customer as long as there is no violation of any condition
established in the contract. Commitments generally have fixed
expiration dates or other termination clauses and may require
payment of a fee. Since some of the commitments are expected
to expire without being drawn upoen, the total commitment
amounts do not necessarily represent future cash requirements.
The Company evaluates each customer’s credit worthiness
on a case-by-case basis. The amount of collateral obtained, if
deemed necessary by the Company upon extension of credit,
is based on management's credit evaluation of the counterparty.

Standby letters of credit are conditional commitments issued

by the Company to guarantee the performance of a customer
to a third party. The credit risk involved in issuing letters of
credit is essentially the same as that involved in extending [oans
to customers.
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The following is a summary of the Company's contractual obligations, including certain on-balance-sheet obligations, at December 31,

2006 {in thousands):

Payments Due by Period

Less than 1-3 3-5 Moare than

Contractual Obligations Total 1 Year Years Years 5 Years
Certificates of deposit $ 99,208 $ 92916 $ 6,124 $ 168 8 —
FHLB advances 11,650 8,650 3,000 — —
Subordinated debt 7.000 — — — 7.000
QOperating leases 5,813 640 1,353 1,397 2,423
Standby letters of credit 847 847 .- — —
Unused line of credit loans 31,929 31,929 - _ _

Total $156,447 $134,982 $10,477 $1,565 $0,423

Asset-Liability Structure

As part of its asset and liability management, the Bank has
emphasized establishing and implementing internal asset-liability
decision processes as well as communications and control pro-
cedures to aid in enhancing its earnings. It is believed that these
processes and procedures provide the Bank with better capital
planning, asset mix and volume controls, loan pricing guidelines,
and deposit interest rate guidelines, which should result in tighter
controls and less exposure to interest-rate risk.

The matching of assets and liabilities may be analyzed by exam-
ining the extent to which such assets and liabilities are interest-
rate sensitive and by monitoring an institution’s interest-rate
sensitivity gap. An asset or liability is said to be interest-rate
sensitive within a specific time period if it will mature or reprice
within that time period. The interest-rate sensitivity gap is defined
as the difference between interest-earning assets and interest-
bearing liabilities maturing or repricing within a given time period.
The gap ratio is computed as rate-sensitive assets less rate-
sensitive liabilities as a percentage of total assets. A gap is

considered positive when the total of rate-sensitive assets
exceeds rate-sensitive liabilities. A gap is' considered negative
when the amount of rate-sensitive liabilities exceeds rate-
sensitive assets. During a period of rising interest rates, a nega-
tive gap would be expected to adversely affect net interest
income, while a positive gap should result in an increase in
net interest income. During a period of falling interest rates,
a negative gap would be expected to result in an increase in
net interest income, while a positive gap should adversely
affect net interest income.

in order to minimize the potential for adverse effects of material
and prolonged changes in interest rates on the results of opera-
tions, the Bank continues to monitor asset and liability manage-
rment policies to appropriately match the maturities and repricing
terms of interest-earning assets and interest-bearing liabilities.
Such policies have consisted primarily of: (1) emphasizing the
origination of variable-rate loans; (2} maintaining a stable core
deposit base; and {3) maintaining a sound level of liquid assets
{cash and securities).

‘N-‘l!i)i
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The following table sets forth certain information relating to our interest-earning assets and interest-bearing liabilities at December 31,

2006 that are estimated to mature or are scheduled to reprice within the period shown (dollars in thousands):

Over 3
Months Qver 6 Over 1
3 Maonths t06 Months Year to Over 5
or Less Months to 1 Year 5 Years Years Total
Loans: "
Variable rate $140,827 $ 4,248 $ 4,983 $ 27,563 $ _— $177,631
Fixed rate 14,591 4,459 12,138 71,478 2,704 105,370
Total loans 155,418 8,707 17,131 99,041 2,704 283,001
Secyrities 1,864 1,556 4,414 5,060 13,268 26,162
Federal funds sold 255 — — — — 255
Federal Home Loan Bank stock 1,071 — — — — 1,071
Total rate-sensitive assets $158,BDé $ 10,263 $ 215545 _$104, 1_01 $15,972 $310,489
Deposit accounts:
NOW deposits 10,524 —_ — — — 10,624
Money market accounts 129,858 — — — — 129,858
Savings deposiis 10,069 — — — —_ 10,069
Time deposits 52,447 15,321 25,164 6,292 —_ 99,224
Total deposit accounts? 202,898 15,321 25,164 6,292 — 248,675
FHLB advances 2,832 —_ — 9,000 -— 11,832
Subordinated debt 7.000 — — — —_ 7.000
Total rate-sensitive liabilities A $212,730 $ 15,321 $ 25,164 $ 15,292 3 — $268,507
Gap repricing difference CBisa27) $ (5.058) $ 3.619) $ 88,809 $15,972 $ 41,982
Cumulative gap , B64922 $(59,180) $(62,799) $ 26010 $41,082
Cumulative gap to total rate-sensitive assets (17.4)% {19.11% (20.2)% 8.4% 13.5%

{1} Variable rate loans are included in the period in which the interest rates are next scheduled to adjust rather than in the period in which the loans mature. Fixed rate

loans are scheduled, including repayments, according to their contractual maturities.

{2) Certain lisbilities such as NOW, money market and savings accounts, while technically subject to immaediate repricing in response to changing market rates, historically
do not reprice as quickly nor to the extent as other interast-sensitive accounts.

Results of Operations

Qur operating results depend primarily on our net interest
income, which is the difference between interest income on
interest-earning assets and interest expense on interest-bearing
liabilities, consisting primarily of deposits. Net interest income
is determined by the difference between yields earned on
interest-earning assets and rates paid on interest-bearing
liabilities (“interest rate spread”) and the refative amountis of

interest-earning assets and interest-bearing liabilities. Our inter-
est rate spread is affected by regulatory, economic and com-
petitive factors that influence interest rates, loan demand and
deposit flows. In addition, our net earnings are also affected

by the level of nonperforming loans and foreclosed assets, as
well as the level of noninterest income and noninterest expense,
such as salaries and employee benefits, occupancy and equip-
rment costs, and income taxes.
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The following tabte sets forth, for the periods indicated, information regarding: {1} the total dollar amount of interest and dividend
income from interest-earning assets and the resultant average vield; (2} the total doflar amount of interest expense on interest-bearing
liabilities and the resultant average costs; {3) net interest/dividend income; (4) interest rate spread; and (5) net interest margin.
Average balances are based on average daily balances {dollars in thousands}.

Year Ended December 31,

2006 2005 2004
Interest Average Interest Average Interest Average
Average and Yield/ Average and Yield/ Average and Yield/
Balance  Dividends Rate Balance  Dividends Rate Balance  Dividends Rate
Interest-earning assets: ]
Loans™ $260,318  $20,654 7.93%  %$211.,456 $14,708 696% $1689854 § 9,886 5.85%
Securities® 26,025 1,207 4.64 24,034 992 413 18,722 880 4.70
Qther interest-earning assets® 4,579 161 3.52 2,183 50 2,29 8,626 92 1.07
Total interest-earning assets $290,922  $22,022 7.57 $237.673 $15,750 6.63 $196,302  $10,858 5,53
Noninterest-earning assets™ 13,662 10,493 6,337
Total assets $304,584 $248,166 $202,639
Interest-bearing liabilities:
Savings deposits 10,737 323 3.01 13,495 266 1.97 13.817 173 1.25
NOW deposits 7.804 16 0.1 8,103 18 0.22 7,980 1 0.14
Money market deposits 132,206 5,885 4.45 89,987 3.394 3.77 41,888 991 2.37
Time depaosits 74,280 3,398 4.57 69,411 2,255 3.25 98,391 2,650 2.69
FHLB advances 18,362 969 528 " 8,879 337 3.80 — - —
Subordinated debentures 4,156 335 8.06 4,000 246 6.15 2,164 99 4.57
Other interest-bearing liabilities's 323 18 5.88 414 13 3.14 241 4 1.66
Total interest-bearing liabilities 247,868 10,945 4.42 194,289 6,529 3.36 164,481 3.928 2.39
Noninterest-bearing liabilities 35,558 35,281 23,049
Shareholders’ equity 21,168 18,5986 15,109
Total liabilities and
shareholders’ equity $304,584 $248,166 $202,639
Net interest/dividend income $11,077 $ 9,221 $ 6,930
Interest rate spread® 3.15% 3.27% 3.14%
Net interest margin? 3.81% 3.88% 3.53%
Ratio of average interest-earning
assets to average interest-bearing
liabilities 117 1.22 1.19

{1} Average loans include nonperforming loans. Interest on loans includes loan fees of $298 in 2006, $269 in 2005 and $162 in 2004,
{2) interast incoma and rates include the effects of & tax equivalent adjustment using a faderal tax rate of 34% in adjusting tax-exempt interest on tax-exempt investmant

securitias to a fuliy taxable basis.
(3) Includes federal funds soid.

{4) For prasentation purposes, the BOL!I acquired by the Bank has been included in noninterest-earning assets.

{5) Includes fedaral funds purchased.

(8} Interest rate spread represents the difference betwean the average yield on interest-garning assets and the average cost of interest-bearing liabilities.

(7) Net intarast margin is net interest income divided by average interast-garning asseals.
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Rate/Volume Analysis

The following table sets forth certain information regarding
changes in interest income and interest expense for the periods
indicated. For each category of interest-earning assets and inter-
est-bearing liabilities, information is provided on changes attrib-
utable to (1) changes in rate (change in rate multiplied by prior
volume); (2} changes in volume (change in volume multiplied

by prior rate); and (3) changes in rate-volume (ch'angé in rate
multiplied by change in volume). Dollars are in thousands.

Years Ended December 31, 2006 vs. 2005:

Increase {Decrease) Due to'"

Rate Volume Total
Interest-earning assets: . ‘
Loans $2,250 $3,696 $5,946
Securities 129 86 215
Other interest-earning assets 36 75 1M
Total 2415 3,857 6,272
Interest-bearing liabilities:
Savings deposits 119 (62) 57
NOW deposits m - m (2j
Money market deposits 691 1,800 2,491
Time deposits 975 - 168 1,143
FHLB advances 169 463" 632
Suberdinated debentures 79 10, 89
Other interest-bearing Fabilities 9 (3} ]
Total 2,041 2,375 4,416
Net change in net interest income $ 374 $1,482  $1.856

Years Ended December 31, 2005 vs. 2004:
_Increase {Decrease) Due to™ -

Rate Volume Total
Interest-earning assets:
Loans $2,067 $2,755°  $4,822
Securities (118) 228° 12
Other interest-earning assets 58 (100) 42)
Total 2,009 2,883 4,892
Interest-bearing liabilities: - :
Savings deposits 97 (4, 93
NOW deposits 7 — 7
Money market deposits 819 1,584 " 2,403
Time deposits . 480 875) (395)
FHLB advances — 337 337
Subordinated debentures 42 105 - 147
Other interest-bearing liabilities 5 4 9
Total 1,450 1151 2,601
Net change in net interest income § 559 $1,732 $2,29

{1) The change in interest due to both rate and volume has been alfocated to the
volume and rate components in proportion to the refationship of the doflar
amounts of the absolute change in each.

Year Ended December 31, 2006 Compared to Year Ended
December 31, 2005

General. Net earnings for the year ended December 31, 2006
was $2.5 million, or $1.46 per basic share and $1.39 per diluted
share, compared to a net earnings of $2.2 million, or $1.27 per
basic and $1.21 per diluted share in 2005.

- Interest Income and Expense. interest income totaled $22.0

million for the year ended December 31, 2006, compared to
$15.7 million in 2005. Interest earned on loans was $20.7 mil-
lion in 2006, compared to $14.7 million in 2005. This increase
resulted from an increase in the average loan portfolio balance
from $211.5 million for the year ended December 31, 2005 to
$260.3 million for the year ended December 31, 2006, com-
bined with an increase in the average yield on loans from 6.96%
in 2005 to 7.93% in 2006. The Company was able to benefit
from the additional increases in short-term interest rates by the
Federal Reserve Board in 2006.

Interest on securities was $1.2 million for the year ended
December 31, 2006, compared to $390,000 for the vear ended
December 31, 2005. The Company invested approximately
$5.2 million in new securities in the current year, of which
$2.0 million was invested in municipal securities. This resulted
in an overall increase in the portfolio yield of 51 basis points

on a tax-equivalent basis.

Interest expense on deposit accounts amounted to $9.6 million

“for the year ended December 31, 2006, compared t¢ $5.9 mil-

lion in 2005. The increase resulted from an increase in the aver- -
age balance of interest-bearing deposits from $181.0 million

in 2005 to $225.0 millien in 2006, combined with an increase

in the weighted average cost of interest-bearing deposits from
3.28% in 2005 to 4.27% in 2008 due to the additional increases
in short-term interest rates by the Federal Reserve Board during
2006. Interest on FHLB advances, subordinated debt and
other borrowings amounted to $1.3 million for the year ended
December 31, 20086, with a weighted average cost of 5.79%. In
December 2008, the Company issued an additional $3.0 miltion
of trust preferred securities priced at three-month LIBOR plus
173 basis points.
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Provision for Loan Losses. The provision for loan losses is
charged to earnings to bring the total allowance to a level
deemed appropriate by management and is based upon the
volume and type of lending conducied by the Company, the
amount of nonperforming loans, and general economic condi-
tions, particularly as they relate to the Company’s market areas,
and other factors related to the collectibility of the Company's
loan portfolio. The provision for the year ended December 31,
2006 was $546,000, compared to $481,000 in 2005. This
increase was a result of the increase in average loans outstand-
ing during 20086, as credit quality remained healthy with nonper-
forming loans at 0.30% of total loans outstanding at year-end
and net charge-offs at 0.05% of average loans for the year.
Management believes that the allowance for loan losses of
$2.6 million at December 31, 2006 is adequate.

Noninterest Income. Noninterest income increased to $1.0
million for the year ended December 31, 2006, compared to
$964,000 for the year ended December 31, 2005, This increase
is mainly the result of $202,000 earned on the $4.5 million Bank
Owned Life Insurance contract entered into during the second
quarter of 2005 and outstanding for all of 2006 aleng with an
increase in mortgage origination fees.

Noninterest Expense. Noninterest expense totaled $7.6 million
for the year ended December 31, 2006, compared to $6.3 mil-
lion in 2005. Salaries and employee benefits and occupancy and
equipment increased $1.0 million over 2005 as a result of the
Bank's fourth and fifth locations, which opened for business

on February 6 and June 9, respectively. Salaries and employee
benefits also increased as a result of SFAS 123R, Share-Based
FPayments, which required that compensation associated with
share-based payments be expensed beginning January 1, 2006.
Data processing and courier, freight and postage expenses also
increased as a result of the additional branch locations.

Income Taxes (Benefit). Income taxes for the year ended
December 31, 2006 was $1,477,000 (an effective rate of 36.9%)
compared to $1,242,000 in 2005 {an effective rate of 36.4%]).

Year Ended December 31, 2005 Compared to Year Ended
December 31, 2004

General. Net earnings for the year ended December 31, 2005
was $2.2 million, or $1.27 per basic share and $1.21 per diluted
share, compared to a net earnings of $1.3 million, or $.86 per
basic and $.79 per diluted share in 2004,

Interest Income and Expense. Interest income totaled $15.7-
million for the year ended December 31, 2005, compared to
$10.9 million in 2004. Interest earned on loans was $14.7 mil-
lion in 2005, compared to $9.9 million in 2004, This increase
resulted from an increase in the average loan portfolio balance
from $169.0 million for the year ended December 31, 2004 to
$211.5 million for the year ended December 31, 2005, combined
with an increase in the average yield on loans from 5.86% in
2004 to 6.96% in 2005, The Company was able to benefit from
an increase in short-term interest rates by the Federal Reserve
Board in 2005.

Interest on securities was $990,000 for the year ended
December 31, 2005, compared to $880,000 for the year ended
December 31, 2004. The Company invested approximately
$7.2 million in new securities in the current year while continu-
ing with the plan executed by management in 2004 to mitigate
extension risk within the securities portfolio by shortening the
duration. This, along with called securities, resulted in an overalt
decline in the portfolio yield of 57 basis points.

Interest expense on deposit accounts amounted to $5.9 million
for the year ended December 31, 2005, compared to $3.8 mil-
lion in 2004. The increase resuited from an increase in the aver-
age balance of interest-bearing deposits from $162.1 million in
2004 to $181.0 million in 2005, combined with an increase in
the weighted average cost of interest-bearing deposits from
2.36% in 2004 to 3.28% in 2005 due to the increases in short-
term interest rates by the Federal Reserve Board during 2005.
Interest on FHLB advances, subordinated debt and other bor-
rowings amounted to $596,000 for the year ended December 31,
2005, with a weighted average cost of 4.48%. In June 2004,
the Company issued $4.0 million of trust preferred securities
priced at three-month LIBOR plus 263 basis points.

Provision for Loan Losses. The provision for loan losses is
charged to earnings to bring the total allowance to a level deemed
appropriate by management and is based upon the volume and
type of lending conducted by the Company, the amount of non-
performing loans, and general economic conditions, particularly
as they relate to the Company’s market areas, and other factors
related to the collectibility of the Company’s loan portiolio. The
provision for the year ended December 31, 2005 was $481,000,
compared to $282,000 in 2004. This increase was a result of
the increase in average loans outstanding during 2005, as credit
quality remained healthy with nonperforming loans at 0.33%

of total loans outstanding at year-end and net charge-cffs at
0.06% of average loans for the year. Management believes that
the allowance for loan losses of $2.2 million at December 31,
2005 is adequate.

18-19




§ ]
|

b b b b e g g P L A
ManagementisiDiscussion-and-Analysis of-Financial-Condition-and-Results.of-Operations
(Caitinisd) :
Years Ended Decembar 3152006+ 2005-and-2004

RN

Noninterest Income. Noninterest income increased to
$964,000 for the year ended December 31, 2005, compared to
$767,000 for the year ended December 31, 2004. This increase
is mainly the result of $135,000 earned on the $4.5 million Bank
Owned Life Insurance contract entered into during the second
quarter of 2005.

Noninterest Expense. Noninterest expense totaled $6.3 mil-
lion for the year ended December 31, 2005, compared to $5.3
million in 2004, During 2005, the Company fully absorbed the
cost of 2004 staff additions and the relocation of its main office
and headguarters. Additionally, during the fourth quarter, the
Company began absorbing personnel and occupancy expenses
related to its fourth branch {announced during the third quarter

of 2005) which opened for business February 6, 2008, Advertis-
ing and business development expenses increased slightly due
to the Company’s campaign to attract small business customers
as well as its ongoing efforts to promote its current product
lines. Professional fees decreased during 2005 primarily as a
result of the SEC's decision to postpone the external audit
requirements of Section 404 of the Sarbanes-Oxley Act of 2002
for companies with less than $75 million in public float. The
Company continued with its internal implementation of Section
404 during 2006.

Income Taxes {Benefit}). Income taxes for the year ended
December 31, 2005 was $1,242,000 {an effective rate of 36.4%)
compared to $806,000 in 2004 (an effective rate of 37.6%}.
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Jacksonville Bancorp, Inc.
Jacksonville, Florida

We have audited the accompanying consolidated balance sheeis
of Jacksonville Bancorp, Inc. as of December 31, 2006 and 2005,
and the related consolidated statements of income, sharehold-
ers’ equity, and cash flows for each of the years in the three-year
pericd ended December 31, 2006. These financial statements
are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial state-
ments based on our audits.

We conducted our audits in accordance with the standards of
the Public Company Accounting Oversight Board (United States}.
Those standards require that we plan and perform the audit

to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes

assessing the accounting principles used and significant esti-
mates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits
provide a reasanable basis for our opinion.

In our opinion, the consolidated financial statements referred io
above present fairly, in all material respects, the financial posi-
tion of the Company as of December 31, 2006 and 2005, and
the results of its operations and its cash flows for each of the
years in the three-year period ended December 31, 20086, in

conformity with U.S. generally accepted accounting principles.

C_;J--; Q}J— af Cy-r--,_ e
Fort Lauderdale, Florida
March 27, 2007
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{Dollar amounts in thousands except pef share data) 2006 2005
Assets
Cash and due from financial institutions $ 43713 & 4,399
Federal funds sold 105 368

Cash and cash equivalents 4,478 4,767
Securities available for sale 26,059 24,211
Securities held to maturity {fair value 2008-$50, 2005-$50) 50 50
Loans, net of allowance for loan losses of $2,621 in 2006 and $2,207 in 2005 281,006 232,031
Bank owned life insurance 4,837 4,635
Federal Home Loan Bank stock, at cost 1,071 1,062
Premises and equipment, net 4,616 3,821
Accrued interest receivable 2,107 1,425
Deferred income taxes 671 464
Other assets 680 578

Total assets $325,675 $273,044
Liabilities and Shareholders’ Equity
Deposits

Noninterest-bearing $ 32,967 § 40,682

Money market, NOW and savings deposits 150,451 127,425
| Time deposits 99,208 66,204
]

Total deposits 282,626 234,211
Federal funds purchased ‘ 182 —
Federal Home Loan Bank advances . 11,650 13,650
Subordinated debentures 7,000 4,000
Other liabilities 979 1,337

Total liabilities 302,437 253,198

Shareholders’ equity
Preferred stock, $.01 par value; 2,000,000 shares authorized; none issued or outstanding . - —
Common stock, $.01 par value; 8,000,000 shares authorized; 1,743,338 and 1,716,366 shares issued '

in 2006 and 2005 17 17
Additional paid-in capital 18,230 17,626
Retained earnings 5,241 2,718
Treasury stock, at cost {2006-1,650 shares, 2005-1,650 shares) (57) (54)
Accumulated other comprehensive loss (293) (361)

Total shareholders’ equity . 23,138 19,846
Total liabilities and shareholders’ equity $325,575 $£273,044

See accompanying notes to financial statements.
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Years ended December 31,

{Doliar arnounts in thousands except per share data) 2006 2005 2004

Interest and dividend income

Loans, including fees $20,654 §£14,708 § 9,886
Taxable securities 979 910 876
Tax-exempt securities - 223 80 4
Federal funds sold and other 161 50 92
Total interest income 22,017 15,748 10,858
Interest expense
Deposits 9,622 5,933 3,825
Federal Home Loan Bank advances 969 337 —
Subordinated debentures 335 246 99
Federal funds purchased and repurchase agreements 19 13 4
Total interest expense 10,945 6,529 3.928
Net intergst income 11,072 9,219 6,930
Provision for loan losses ) 546 481 282
Net interest income after provision for loan losses 10,526 8,738 6,648
Noninterest income
Service charges on deposit accounts 555 625 654
Net gain on sales of securities —_ — 5
Net gain (loss} on sales of foreclosed assets —_ — 20
Net loss on disposal of premises and equipment {9) — {68}
Other 501 339 156
Total noninterest income 1,047 064 767
Noninterest expense
Salaries and employee benefits 3,754 3,195 2,543
Occupancy and equipment 1,468 1,012 724{
Data processing 501 438 400t
Advertising and business development 408 115 399I
Professional fees 312 375 469I
Telephone 98 62
Director fees . 268 202 165:!
Courier, freight and postage 170 124 98
Other 534 464 41 2_;
]
Total noninterest expense 7,573 6,287 5,274_!
Income before income taxes . 4,000 3,415 2,141:!
Income tax expense 1.477 1,242 806
. il
Net income : : : - ’ $ 2523 $ 2173 8§ 1,335
Earnings per share: "
Basic $ 146 § 127 % .89

Diluted ) : $ 139 % 121 & 79

Saee accompsnying notes to financial statemants.

I
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Consolidated|Statements-of .Changesiin Shareholders’[Equity
;
Years ended December 31,
Retained Accumulated
Additional Earnings Other
Common Stock Paid-In  (Accumulated Treasury Comprehensive
{Doliar smounts in thousands except per share data) Shares  Amount  Capital Deficit) Stock fncome (Loss) Totat
Balance at January 1, 2004 1,467,166  §15 $14,230 $ (789) $ — $ 149 $13,407
Comprehensive income:
Net income 1,335 1,335
Change in unrealized gain {loss) on
securities available for sale, net of
rectassification and tax benefit a1 b
Total comprehensive income 1,244
Exercise of common stock options,
inctuding tax benefit of $85 16,300 230 230
Exercise of common stock warrants 224,900 2 2,921 2923
Balance at December 31, 2004 1,708,366 17 17,381 548 — {140) 17,804
Comprehensive income:
Net income 2173 2173
Change in unrealized gain (loss) on
securities available for sale, net of sale,
net of tax benefit (221} 22
+ Total comprehensive income 1,952
Share-based compensation 4,500 (1) 132 131
Purchase of treasury stock (6,150) {186} {186}
Exercise of common stock options,
including tax benefit of $53 8,000 145 145
Balance at December 31, 2005 1,714,716 17 17.526 2,718 (54} (361) 19,846
Comprehensive income: .
Net income 2,523 2,523
Change in unrealized gain {loss) on
securities available for sale, net of
tax benefit 68 68
Total comprehensive income 2,591
Share-based compensation 6,900 153 228 s’
Purchase of treasury stock (6,900} {231) (231)
Exercise of common stock options,
including tax benefit of $212 26,972 551 551
Balance at December 31, 2006 1,741,688 $17 $18,230 $5.241 5 (57} $(293) $23,138

See accompanying notes ta financial stataments.
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{Dollar amounts in thousands except per share data}

Years ended December 31,
2006 2005 2004

Cash flows from operating activities
Net income
Adjustments to reconcile net income to net cash from operating activities
Provision for loan losses
Depreciation and amortization
Earnings on Bank owned life insurance
Share-based compensation
Loss on disposal of premises and equipment
Deferred income tax {benafit) expense
Net amortization of deferred loan fees
Net armortization (accretion) of securities
Net realized gain on sales of securities
Net realized {gain) loss on sale of foreclosed asset
Excess tax benefits from share-based payment arrangements—oprior to 2006
Net change in:
Other assets
Accrued expenses and other liabilities

$ 2523 $ 2173 $ 1,335

546 481 282
526 424 309
(202) (135) —
381 131 —
9 - 68
(306) {221} 419
{199) {201) (97)
37 45 13
- — (5)
- — (20}
- 53 85
{856) {525) (158)
(300) 585 106

Net cash from operating activities
Cash flows from investing activities

Available for sale securities:

Sales

Maturities, prepayments and calls

Purchases
Loan originations and payments, net
Purchase of Bank owned life insurance
Additions to premises and equipment
Purchase of Federal Home Loan Bank stock, net of redemptions
Proceeds from sale of foreclosed assets, net

2,159 2,810 2,337

— — 3800
3,427 5,750 7.928
(5.203)  (7.235) {(18,227)

(49,322) (44,174) (37,345

—  {4,500) -
{1,258) {489} (1, 42’1;
{9) {709) (87)
- — A 5]

Net cash from investing activities
Cash flows from financing activities
Net change in deposits
Net change in federal funds purchased
Net change in short-term Federal Home Loan Bank advances
~ Net change in other borrowings
Proceeds from issuance of subordinated debt
Proceeds from long-term Federal Home Loan Bank advances
Proceeds from exercise of common stock warrants-
Proceeds from exercise of common stock options
Excess tax benefits from share-based payment arrangements in 2006
Purchase of treasury stock

{52,365}  (51,357) (44,937]|

48,415 33,023 42,649
182 — {4,296
(2,000) 10,650

)
|
il
ol
_
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!

3,000 -_ 4,000
— 3,000

— — 2,923

339 92 165
212 —

(231) nge) ——!

Net cash from financing activities
Net change in cash and cash equivalents
Beginning cash and cash equivalents

49917 46,579 45441
(289)  (1,968) 2,841
4,767 6.735 3.894

Ending cash and cash equivalents

S 4478 $ 4767 $ 6,735

Supplemental cash flow information:
Interest paid
Income taxes paid

See accompanying notes to financial statements.,

$10849 3% 6487 § 3,939‘I
2,162 1131 65
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NOTE 1—SUMMARY OF SIGNIFICANT

ACCOUNTING POLICIES

Nature of Operations and Principles of Consolidation:
Jacksonville Bancorp, Inc. is a financial holding company head-
quartered in Jacksonville, Florida. The consolidated financial state-
ments include the accounts of Jacksonville Bancorp, Inc. and
its wholly owned, primary operating subsidiary, The Jacksonville
Bank, and the Bank's wholly owned subsidiary, Fountain Financial,
Inc. The consoclidated entity is referred to as “the Company,”
and the Bank and its subsidiary are referred to as "the Bank.”
The Company's financial condition and operating results princi-
pally reflect those of the Bank. All intercompany transactions
and balances are efiminated in consolidation.

The Company currently provides financial services through its
five offices in Jacksonville, Duval County, Florida. Qur primary
business segment is community banking and consists of attract-
ing deposits from the general public and using such deposits
and other sources of funds to originate commercial business
loans, commercial real estate loans, residential mortgage loans
and a variety of consumer loans. Substantially all loans are
secured by specific items of collateral, including business assets,
consumer assets, and commercial and residential real estate.
Commercial loans are expected to be repaid from cash flow
from operations of businesses. There are no significant concen-
trations of loans to any one industry ar customer. However, the
customers’ ability to repay their loans is dependent on the real
estate and general economic conditions in the area.

Use of Estimates: To prepare financial statements in conformity
with U.S. generally accepted accounting principles, management
makes estimates and assumptions based on available infor-
mation. These estimates and assumptions affect the amounts
reported in the financial statements and the disclosures provided,
and actual results could differ from those estimates. Changes

in assumptions or in market conditions could significantly affect
the estimates.

Cash Flows: For the purposes of the consolidated statements
of cash flows, cash and cash equivalents include cash on hand,
neninterest-bearing depaosits with other financial institutions
under 90 days and federal funds sold. Net cash flows are
reported for customer loan and deposit transactions, interest-
bearing deposits in other financial institutions, short-term
Federal Home Loan Bank (FHLB) advances, federal funds pur-
chased and other borrowings.

Securities: Debt securities are classified as held 1o maturity
and carried at amortized cost when management has the posi-
tive intent and ability to hold them to maturity. Debt securities

are classified as available for sale when they might be sold
before maturity. Equity securities with readily determinable fair
values are classified as available for sale. Securities available
for sale are carried at fair value, with unrealized holding gains
and losses reported in other comprehensive income, net of tax.
Other securities, such as FHLB stock, are carried at cost.

Interest income includes amgrtization of purchase premiums
and accretion of purchase discounts. Premiums and discounts
on securities are amortized on the level yield without anticipat-
ing prepayments, except for mortgage-backed securnities where
prepayments are anticipated. Gains and losses are recorded

on the trade date and determined using the specific identifica-
tiecn method.

Declines in the fair value of securities below their cost that are
other-than-temporary are reflected as realized losses. In esti-
mating other-than-temporary losses, management considers:
the length of time and extent that fair value has been less than
cost; the financial condition and near term prospects of the issuer;
and the Company's ability and intent to hold the security for a
period sufficient to allow for any anticipated recovery in fair value.

Loans: Loans that management has the intent and ability to
hold for the foreseeable future or until maturity or payoff are
reported at the principal balance outstanding, net of unearned
interest, deferred loan fees and costs, and allowance for loan
losses. Interest income is accrued on the unpaid principal
balance. Loan origination fees, net of certain direct origination
costs, are deferred and recognized in interest income using the
level-yield method without anticipating prepayments.

Interest income on mortgage and commercial loans is discontin-
ued at the time the loan is 90 days delinguent unless the loan is
well secured and in process of collection. Unsecured consumer
loans are typically charged off when the loan becomes 90 days
past due. Consumer loans secured by collateral other than real
estate are charged off after a review of all factors affecting the
ability to collect on the loan, including the borrower's character,
overall financial condition, resources and payment record, the
prospects for support from any financially responsible guaran-
tors, and the realizable value of any collateral. Past due status

is based on the contractual terms of the lgan. In all cases, loans
are placed on nonaccrual or charged off at an earlier date if
collection of principal or interest is considered doubtful.

All interest accrued but not received for loans placed on non-
accrual is reversed against interest income. Interest received on
such loans is accounted for on the cash-basis or cost-recovery
method, until qualifying for return to accrual. Loans are returned
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to accrual status when all the principal and interest amounts
contractually due are brought current and future payments are
reasonably assured.

Overdrawn customer checking accounts are reclassified as
consumer loans and are evaluated on an individual basis for
collectibility. The balances, which totaled $406 and $178 at
December 31, 2006 and 2005, respectively, are included in the
estimate of allowance for loan losses and are charged off when
collectibility is considered doubtful.

Allowance for Loan Losses: The allowance for loan losses is
a valuation allowance for probable incurred credit losses. Loan
losses are charged against the allowance when management
believes the uncollectibility of a loan balance is confirmed.
Subsequent recoveries, if any, are credited to the allowance.
Management estimates the allowance balance required using
past loan loss experience, the nature and volume of the port-
folio, infarmation about specific borrower situations and esti-
mated collateral values, economic conditions, and other factors.
Allocations of the allowance may be made for specific loans,
but the entire allowance is available for any loan that, in man-
agement’s judgment, should be charged off.

The allowance consists of specific and general components.
The specific component relates to loans that are individually
classified as impaired or loans otherwise classified as special
mention, substandard or doubtful. The general component cov-
ers non-classified loans by loan type and is based on historical
loss experience for each loan type adjusted for current factors.

A loan is impaired when full payment under the loan terms is
not expected. Commercial and commercial real estate loans

are individually evaluated for impairment. If a loan is impaired,

a portion of the allowance is allocated so that the loan is reported,
net, at the present value of estimated future cash flows using
the loan’s existing rate or at the fair value of collateral if repay-
ment is expected solely from the sale of the collateral. Large
groups of smaller balance hormogeneous loans, such as con-
sumer and residential real estate loans, are collectively evaluated
for impairment and, accordingly, they are not separately identified
for impairment disclosures.

Foreclosed Assets: Assets acquired through or in place of loan

foreclosure are initially recorded at fair value when acquired,

establishing a new cost basis. If fair value declines subsequent
- to foreclosure, a valuation allowance is recorded through expense.
~Costs incurred after acquisition are expensed.

Premises and Equipment: Land is carried at cost. Premises
and equipment are stated at cost less accumulated depreciation.
Buildings and related components are depreciated using the
straight-line methed with useful lives ranging from 5 to 40 years.
Furniture, fixtures and equipment are depreciated using the
straight-fine method with useful lives ranging from 3 to 10 years.

Long-term Assets: Premises and equipment and other long-
term assets are reviewed for impairment when events indicate
their carrying amount may not be recoverable from future undis-
counted cash flows. If impaired, the assets are recorded at
fair value.

Loan Commitments and Related Financial Instruments:
Financial instruments include off-balance-sheet credit instru-
ments, such as commitments to make loans and commercial
letters of credit, issued to meet customer financing needs. The
face amount for these items represents the exposure to l0ss,
before considering customer collateral or ability to repay. Such
financial instruments are recorded when they are funded.

Bank Owned Life Insurance: The Bank has purchased life
insurance policies on certain key employees. Bank owned life
insurance is recorded at its cash surrender value or its realizable
value. Changes in cash surrender value are recognized as tax-
free noninterest income and are included in other income on
the Consolidated Statements of Income.

Stock Compensation: Effective January 1, 2006, the Company
adopted Statement of Financiat Accounting Standards {(“SFAS")
No. 123(R), Share-Based Payments, using the modified prospec-
tive transition method. Accordingly, the Company has recorded
stock-based employee compensation cost using the fair value
method starting in 2006, For 2006, adopting this standard
resulted in a reduction of income before income taxes of $135,
a reduction in net income of $135, a decrease in basic and
diluted earnings per share of $.08 and $.08, a decrease in cash
flow from operations of $212 and an increase in cash flows
from financing of $212.

Prior to January 1, 2006, employee compensation expense under
stock options was reported using the intrinsic value method;
therefare, no stock-based compensation cost is reflected in net
income for the years ending December 31, 2005 and 2004, as
all options granted had an exercise price equal to or greater than
the market price of the underlying common stock at date of grant.
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The following table illustrates the effect on net income and
earnings per share if expense was measured using the fair value
recognition provisions of FASB Statement No. 123, Accounting for
Stock-Based Compensation for the years ending December 31.

2005 2004

Net income as reported $2,173  $1,335
Deduct:; Share-based compensation expense

determined under fair value based method 120 117
Pro forma net income 2,053 1,218
Basic earnings per share as reported 1.27 .86
Pro forma basic earnings per share 1.20 .78
Diluted earnings per share as reported 1.21 79
Pro forma diluted earnings per share 1.14 72

Income Taxes: Income tax expense is the total of the current
year income tax due or refundable and the change in deferred
tax assets and liabilities. Deferred tax assets and liahilities are
the expected future tax amounts for the temporary differences
between carrying amounts and tax bases of assets and liabili-
ties, computed using enacted tax rates. A valuation allowance,
if ngeded, reduces deferred tax assets to the amount expected
to be realized.

Earnings Per Common Share: Basic earnings per comman
share is net income divided by the weighted average number
of common shares outstanding during the period. Diluted earn-
ings per common share includes the dilutive effect of additional
potential comman shares issuable under stock options.

The effect of stock options and warrants is the sole commaon
stock equivalent for the purposes of calculating diluted earnings
per common share.

Comprehensive Income: Comprehensive income consists of
net income and other comprehensive income. Other compre-
hensive income includes unrealized gains and losses on securi-
ties available for sale which are also recognized as separate
components of equity.

Treasury Stock: Treasury stock is carried at cost. Gains and
losses on issuances are based on the market price of the under-
lying common stock at the date of issuance and are determined
using the first-in, first-out (FIFQ) method. Gains on issuances
are credited to additional paid-in capital while losses are charged
to additional paid-in capital to the extent that previous net gains
from issuances are included therein, otherwise to retained earn-
ings. Gains or losses on the issuances of treasury stock are not
credited or charged to income.

Loss Contingencies: Loss contingencies, including claims
and legal actions arising in the ordinary course of business, are
recorded as liabilities when the likelihood of loss is probable and
an amount or range of loss can be reasonably estimated. Manage-
ment does not believe there now are such matters that will
have a material effect on the financial statements.

Restrictions on Cash: Cash on hand or on deposit with the
Federal Reserve Bank was required to meet regulatory reserve
and clearing requirements. These balances do not earn interest.

Fair Value of Financial tnstruments: Fair values of financial
instruments are estimated using relevant market information and
other assumptions, as more fully disclosed in a separate note.
Fair value estimates involve uncertainties and matters of signifi-
cant judgment regarding interest rates, credit risk, prepayments,
and other factors, especially in the absence of broad markets
far particular items. Changes in assumptions or in market condi-
tions could significantly affect the estimates.

Operating Segments: While the chief decision makers moni-
tor the revenue streams of the various products and services,
operations are managed and financial performance is evaluated
on a Company-wide basis. Accordingly, all of the financial ser-
vice operations are considered by management to be aggregated
into one reportable operating segment.

Reclassifications: Some items in the prior year financial state-
ments were reclassified to conform to the current presentation.

Adoption of New Accounting Standards: Effective January 1,
20086, the Company adopted Statement of Financial Accounting
Standards (“SFAS") No. 123(R), Share-Based Payments. See
“Stock Compensation” above for further discussion of the effect
of adopting this standard.

In September 2008, the Securities and Exchange Commission
(SEC) released Staff Accounting Bulletin No. 108, Considering
the Effects of Prior Year Misstatements when Quantifying
Misstatements in Current Year Financial Staternents (SAB 108),
which is effective for fiscal years ending on or after November 15,
2006. SARB 108 provides guidance on how the effects of prior-
year uncorrected financial statement misstaternents should be
considered in quantifying a current year misstatement. SAB 108
requires public companies to guantify misstatements using both
an income statement (rollover} and balance sheet (iron curtain)
approach and evaluate whether either approach results in a
misstatement that, when all relevant quantitative and qualitative
factors are considered, is material. If prior year errors that had
been previously considered immaterial now are considered
material based on either approach, no restatement is required
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so leng as ranagement properly applied its previous approach
and all relevant facts and circumstances were considered.
Adjustments considered immaterial in prior years under the
method previously used, but now considered material under
the dual approach required by SAB 108, are 1o be recorded
upon initial adoption of SAB 108. The adoption of SAB 108 had
no effect on the Company’s financial statements for the year

_ ending December 31, 2006.

Effect of Newly Issued but Not Yet Effective Accounting
Standards: New accounting standards have been issued that
the Company does not expect will have a material efiect on the
financial statements when adopted in future years or for which
the Company has not yet completed its evaluation of the poten-
tial effect upon adoption. In general, these standards revise the
accounting for derivatives embedded in other financial instru-
ments for 2007, revise the recognition and accounting for ser-
vicing of financial assets for 2007, establish a hierarchy about
the assumptions used to measure fair value for 2008, change
the recognition threshold and measurement guidance for tax
positions that contain significant uncertainty in 2007, revise the
accrual of post-retirement benefits associated with providing life
insurance for 2008, and revise the accounting for cash surren-
der value for 2007,

NOTE 2—SECURITIES

The fair value of available for sale securities and the related gross
unrealized gains and losses recognized in accumulated other
comprehensive income (loss) were as follows:

Gross Gross
Fair Unreatized  Unrealized
Value Gains Losses
2006
U.S. Treasury and federal agency $10,280 $19 $(212)
Martgage-backed 8,829 6 {172}
State and county municipal 6,950 — {110}
Total $26,059 $25 $(494)
2005
U.S. Treasury and federal agency § 7,108 $7 ${194)
Mortgage backed 12,231 16 243)
State and county municipal 4,872 - {164}
Total $24,211 $23 $(601)

The carrying amount, unrecognized gains and iosses, and fair
value of securities held to maturity were as follows:

Gross Gross
Carrying  Unrecognized  Unrecognized Fair
Amount Gains Losses Value
2006
Other $50 $— $— $50
2005
Other $50 — $— $50

Sales of available for sale securities were as follows:
2006 2005 2004

Proceeds $— 5— $3,800
Gross gains — — a3
Gross losses - — (38)

The tax provision related to these net realized gains and losses
was $2 in 2004.

The fair value of debt securities and carrying amount, if different,
at year end 2006 by contractual maturity were as follows.
Securities not due at a single maturity date, primarily mortgage-
backed securities, are shown separately.

Availabte
Hetd 10 maturity for sale

Carrying Fair Fair
Amount  Value Value |
Due in one year or less $— $— % _gl
Due from one to five years 50 50 2,971'
Due from five to ten years — - 9.264Ji
Due after ten years — — 4'995u
Mortgage backed — — 8.829,
1l
Total $50 $50  $26,059

There were no securities pledged at year end 2006 and 2005.
At year end 2006 and 2005, there were no holdings of securities
of any one issuer, other than the U.S. Government and its agen:
cies, in an amount greater than 10% of shareholders’ equity.
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Securities with unrealized losses at year end 2006 and 2005, aggregated by investment category and length of time that individual
securities have been in a continuous unrealized loss position, are as follows:

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss

2006
U.S. Treasury and federal agency $ 499 $§ — $ 6,584 $(212) $ 7,083 $(212)
Mortgage-backed 433 (1 7.846 (117 8,279 (172)
State and county municipal (8) 5,704 (102) 6,515 {110)
Total temporarily impaired $1,743 $(9) $20,134 $(485) $21,877 $(494]
2005
U.S. Treasury and federal agency $ 498 $ B $ 6,106 $(189) $ 6,601 $(194)
Mortgage-backed 4,226 82} 8,536 {161} 10,762 (243)
State and county municipal 4,872 {164} — — 4,872 (164)
Total temporarily impaired $9,593 $(251) $12,642 $(350) $22,235 $(601)
The Company evaluates securities for other-than-temporary NOTE 3—LOANS
impairment at least on a quarterly basis, and more frequently Loans at year end were as follows:
when economic or market concerns warrant such evaluation. 2006 2005
Cor.15|derat|o.n is given to the length of time and th.e extgnt 1o . Commaercial $ 18903 $ 16681
which the fair value has been less than cost, the financial condi- Real estate:
tion and near-term prospects of the issuer, and the intent and Residential 62,270 57 985
ability of the Company to retain its investment in the issuer for Commercial 170,762 135,115
a period of time sufficient to allow for any anticipated recovery Construction 25,479 20,245
in fair value. In analyzing an issuer’s financial condition, the Farmland 1,800 900
Company may consider whether the securities are issued by Consumer 4,693 3.461
the federal government or its agencies, whether downgrades by Subtotal 283,907 234,387
bond rating agencies have occurred, and the results of reviews Less: Net deferred loan fees 1280} (149)
of the issuer’s financial condition. Allowance for loan losses 2,621} (2,207

The Company views these unrealized losses to be temporary in
nature. The driving factor behind the reduction in fair value below
cost is the increase in market interest rates, not the credit qual-
ity of the debt securities, most of which are rated Aaa or higher
and have not been downgraded. The Company's portfolio value
has declined 2.21% from cost which is consistent with normal
fluctuations of value due to changes in interest rates. The
Company expects that the value of its portfolio will recover over
time as the debt securities approach rmaturity. As management
has the ability to hold these securities for the foreseeable future
as they are classified as available for sale, no declings are
deemed to be other-than-temporary.

Loans, net $281,006 $232,031 -

Activity in the allowance for loan losses was as follows:
2006 2005 2004

Beginning balance $2,207 31,843 $1.679
Provision for loan losses 546 481 282
Loans charged off {140} (17 {130}
Recoveries 8 — 12
Ending balance $2,621 $2,207 31,843
Impaired loans were as follows:
2006 2005
Year-end loans with no allocated allowance for loan losses $378  § —
Year-end loans with allocated allowance for loan losses 194 408
Total $672 3408

Amount of the allowance for loan fosses allocated $ 30 $165
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2006 2005 2004

Average of impaired loans during the year $408 3481 $758
Interest income recognized during impairment 25 24 25
Cash-basis interest income recognized 23 24 25

Neonperforming loans were as follows:

2006 2005
Loans past due over 90 days still on accrual $809 3447
Nonaccrual loans 420 - 319

Nonperforming loans includes both smalier balance homoge-
neous loans totaling $851 in 2006 and $450 in 2005 that are
collectively evaluated for impairment and individually classified
impaired loans totaling $378 in 2006 and $316 in 2005.

NOTE 4—PREMISES AND EQUIPMENT

Year-end premises and equipment were as follows:

NOTE 5—DEPOSITS

Time deposits of $100,000 or more were $49,332 and $24,466
at year end 2006 and 2005.

Scheduled maturities of time deposits for the next five years
were as follows:

2007 $92,916
2008 4,201
2009 1,923
2010 168
201 —
Thereafter —

NOTE 6—FEDERAIL HOME LOAN BANK ADVANCES
At year end, advances from FHLB were as follows:
2006 2005

2006 2005 Overnight advance maturing daily at a daily
Land $1,075 §1.075 \éarlablebmtzrfs;(;ztg ofd5.250009: and 4.4t[.l%l at ¢ 5550 510550
Buildings 1358 1358 ecem ert P "’_T” ZOO'Brejpef(': 'V:" ' '
Furniture, fixtures and equipment 1,771 1,546 vancis4r1;aé;rmg pol A, aralixe 2,000 5 000
Leasehold improvements 1,890 980 rate of 4.55% d '
Construction in progress —_ 96 i $11,650 $13,850
6094 5055 _ _ ‘ _
Less: Accumulated depreciation (1.478)  (1,234) Each advance is payable at its maturity date, with a prepayment

$4616 § 3,821

Depreciation expense, including amortization of leasehold
improvements, was $418, $320 and $216 for the years ended
December 31, 2006, 2005 and 2004, respectively.

Construction in Progress: Construction in progress at
December 31, 2005 represented leasehold improvements and
furniture and equipment for the Company’s two newest office
facilities that were opened in 20086.

Operating Leases: The Company leases certain office facilities
under operating leases that generally contain annual escalation
clauses and renewal options. Rent expense was $722, $419
and $267 for 2006, 2005 and 2004, respectively. Rent commit-
ments under noncancelable operating leases, before considering
renewa! options that generally are present, were as follows:

2007 $ 640
2008 671
2009 i 662
2010 683"
2011 704
Thereafter 2,423
Total $5,813

penalty for the fixed rate advance. The advances were collater-
alized by a blanket lien arrangement of the Company’s first
mortgage loans, second mortgage loans and commercial real
estate loans.

NOTE 7—SUBORDINATED DEBENTURES

On June 17, 2004, the Company participated in a pooled
offering of trust preferred securities. The Company formed
Jacksonville Statutory Trust | {the “Trust 1"}, a whally awned
statutory trust subsidiary for the purpose of issuing the trust
preferred securities. The Trust | used the proceeds from the
issuance of $4 million in trust preferred securities tc acquire
junior subordinated debentures of the Company. The trust pre-
ferred securities essentially mirror the debt securities, carrying
a cumulative preferred dividend at a variable rate equal to the
interest rate on the debt securities (three-month LIBOR plus
263 basis points). The initial rate in effect at the time of issuance
was 4.06% and is subject to change quarterly. The rate in
effect at December 31, 2006 was 7.99%.

On December 14, 2006, the Company participated in a pooled
offering of trust preferred securities. The Company formed
Jacksonville Statutory Trust 11 {the "Trust 11"}, a wholly owned
statutory trust subsidiéry for the purpose of issuing the trust
preferred securities. The Trust Il used the proceeds from the
issuance of $3 million in trust preferred securities to acquire
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junior subordinated debentures of the Company. The trust pre-
ferred securities essentially mirror the debt securities, carrying
a cumulative preferred dividend at a variable rate equal to the
interest rate on the debt securities (three-moenth LIBOR plus
173 basis points). The initial rate in effect at the time of issu-
ance and at December 31, 2006 was 7.08% and is subject to
change quarterly.

The debt securities and the trust preferred securities under both
offerings each have 30-year lives. The trust preferred securities
and the debt securities are callable by the Company or the Trust,
at their respective option after five years, and at varying premi-
ums and sooner in specific events, subject to prior approval by
the Federal Reserve Board, if then required. The Company has
treated the trust preferred securities as Tier 1 capital up to the
maximum amount allowed, and the remainder as Tier 2 capital
for federal regulatory purposes {see Note 13).

Under FASB Interpretation No. 48, the trust is not consolidated
with the Company. Accordingly, the Company does not report
the securities issued by the trust as liabilities, and instead
reports as liabilities the subordinated debentures issued by the
Company and heid by the trust.

There are no required principal payments on subordinated
debentures over the next five years.

NOTE 8—BENEFIT PLANS

Profit Sharing Plan: The Company sponsors a 401(k) profit
sharing plan which is available to all employees electing to
participate after meeting certain length-of-service requirements.
The plan aflows contributions by employees up to 15% of their
compensation, which are matched equal to 100% of the first
6% of the compensation contributed. Expense for 2008, 2005
and 2004 was $129, $113 and $105, respectively.

Directors’ Stock Purchase Plan: Feollowing approval by the
shareholders at the 2003 Annual Mesting, the Company estab-
lished the Directors’ Stack Purchase Plan for nonemployee
directors. Under this Plan, directors may elect to receive shares
of the Company's common stock as an alternative 1o the equiv-
alent amounts of cash for directors’ fees. A total of 100,000
shares of the Company's common stock were made available
for issuance, all of which remained available for issuance at
December 31, 2006 and 2005, as all transactions executed to
date were open market purchases. The Company’s expense in
connection with this plan was $230, $187 and $176 in 20086,
2005 and 2004, respectively, which is included in director fees
in the accompanying Consolidated Statements of Income.

NOTE 9—INCOME TAXES
Income tax expense {benefit) was as follows:
2006 2005 2004

Current federal $1,522 $1,228 %330
Current state 261 235 57
Deferred federal {261} (188) 358
Deferred state {45} (33) 61

Total $1,477 $1,242 $806

Effective tax rates differ from federal statutory rate of 34%
applied to income before income taxes due to the following:

2006 2006 2004

Federal statutory rate times financial

statement income $1,360 31,161 $728

tifect of:
Tax-exempt income (130} (70 {1}
State taxes, net of federal benefit 142 145 78
Other, net 105 3] 1
Total $1,477 $1,242 3806

The tax effects of temporary differences that give rise to signifi-
cant portions of the deferred tax assets and deferred tax liabilities
are as follows:

2006 2005
Deferred tax assets:

Allowance for loan losses $ 844 3605
Net unrealized loss on securities available for sale 177 218
Other 79 43
1,100 866

Deferred tax liabilities:
Depreciation 314 369
QOther 57 33
3N 402
Net deferred tax asset $ 729 3264

NOTE 10—RELATED PARTY TRANSACTIONS

Loans to principal officers, directors and their affiliates in 2006
were as follows:

Beginning balance £18,008
New loans 1,636
Repayments (2,752}
Ending balance $6,892

Deposits from principal officers, directors and their affiliates at
year end 2006 and 2005 were $7,708 and $6,464, respectively.
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NOTE 11—SHARE-BASED COMPENSATION

On April 25, 2006, the Company's shareholders approved

the Jacksonville Bancorp, Inc. 2006 Stock Incentive Plan (the
“2006 Plan”). Under the 2006 Plan, up to 20,000 shares of the
Company’s commaon stock were made available for issuance for
awards in the form of incentive stock options, restricted stock,
restricted stock units, performance grants or stock appreciation
rights. Any award that expires or is forfeited for any reason is
returned to the 2006 Plan. :

The 2006 Plan is a new ptan and does not supersede the
Company’s original Stock Option Plan, adopted by the Company’s
shareholders on April 26, 2000, which continues to govern
awards made under it. Under the Company’s original Stock
Option Plan, options to buy stock are granted to directors, offi-
cers and employees. Options available to be issued under the
ariginal Stock Option Plan are equal to 156% of the total shares
outstanding. As of December 31, 2006 and 2005, the original
Stock Option Plan provided for the issuance of up to 261,253

b=
years. Certain grants have been made that vest immediately.

Common stock issued upon exercise of stock options are
newly-issued shares.

The fair value of each option award is estimated on the date of
grant using a closed form option valuation (Black-Scholes} model
that uses the assumptions noted in the table below. Expected
volatilities are based on historical volatilities of the Company's
common stock. The Company uses historical data to estimate
option exercise and post-vesting termination behavior. The
expected term of options granted is based on historical data
and represents the period of time that options granted are
expected to be outstanding, which takes into account that the
options are not transferable. The risk-free interest rate for the
expected terrn of the option is based on the U.S. Treasury yield
curve in effect at the time of the grant,

The fair value of options granted was determined using the fol-
lowing weighted average assumptions as of grant date.

and 257,207 options, respectively. 2006 2005 2004
Risk free interest rate 5.03% 3.49% 4.32%
Stock options are granted under both stock option plans with Expected term 7.5 years B8.65years 859 years |
an exercise price equal to or greater than the stock fair market Expected stock price volatility 27.22% 23.05% 20.99%
value at the date of grant. All stock options granted have ten- Dividend yield 0.00% 0.00% 0.00%
year lives, generally containing vesting terms of three to five
A summary of the activity in the stock option plan for 2006 follows:
Weighted
Weighted Average
Average Remaining Aggregate
Number Exercise Contractual Intrinsic
of Options Price Term Value
Qutstanding at beginning of yvear 193,857 $13.94 — —
Granted 8,000 32.50 — —
Exercised {26,972) 12.56 — -
Forteited {8,800 22.71 — —
Outstanding at end of year _ 166,085 $14.59 523 83,074
Exercisable at end of year 122,985 $11.85 4.46 $2,614
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Information related to the stock option plan during each year follows:
2006 2005 2004

Intrinsic value of options exercised $ 583 $ 141 3245
Cash received from option exercises 339 .92 165
Tax benefit realized from option exercises 212 53 85
Weighted average fair value of

optiens granted $14.01  $1i.03 $9.05

As of December 31, 2006, there was $360 of total unrecognized
compensation cost related to unvested stock options granted.
The cost is expected to be recognized over a remaining weighted
average period of 1.4 years.

The following table reports restricted stock activity during the
12 months ended December 31, 2006:

Weighted Average

Number of Grant Date

Shares Fair Value
Unvested shares at January 1, 2006 — —
Shares granted 2,104 $32.16
Shares vested and distributed — —
Shares forfeited (214} 31.96

Unvested shares at

December 31, 2006 1,880 $32.19

As of December 31, 2008, there was $50 of total unrecognized
compensation cost related to unvested restricted stock awards

granted. The cost is expected to be recognized over a remaining
weighted average period of 2.0 vears.

NOTE 12—STOCK WARRANTS

Stock Warrants: During 2002, the Company had completed an
offering of 225,000 investment units, initially to existing share-
holders through a rights offering, and then to the general public

in a community offering. Each unit offered for $21.00 consisted
of two shares of common stock and one warrant to purchase
one share of common stock for $13.00 through September 30,
2004. All stock warrants issued have been exercised. During
2004, there were 224,900 warrants exercised, resulting in addi-
tional capital of $2,923.

NOTE 13—CAPITAL REQUIREMENTS AND
RESTRICTIONS ON RETAINED EARNINGS

Banks and bank holding companies are subject to regulatory
capital requirements administered by federal banking agencies.
Capital adequacy guidelines and, additionally for banks, prompt
corrective action regulations involve quantitative measures of
assets, liabilities and certain off-balance-sheet items calculated
under regulatory accounting practices. Capital amounts and
classifications are also subject to qualitative judgments by
regulators. Failure to meet capital requirements can initiate
regulatory action.

Prompt corrective action regulations provide five classifications:
well capitalized, adequately capitalized, undercapitalized, signifi-
cantly undercapitalized, and critically undercapitalized, although
these terms are not used to represent overall financiat condition.
if adequately capitalized, regulatory approval is required to accept
brokered deposits. If undercapitalized, capital distributions are
limited, as is asset growth and expansion, and capital restoration
plans are required. At year end 2006 and 2005, the most recent
regulatory notifications categorized the Bank and Company

as well capitalized under the regulatory framework for prompt
corrective acticn. There are no conditions or events since that
notification that management believes have changed the institu-
tion's category.
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Actual and required capital amounts and ratios are presented below at year end.

To Be Well
Capitalized Under

For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
2006
Totaf Capital to risk weighted assets
Consolidated $33,052 11.48% $23,043 8.00% N/A N/A
Bank 29,594 10.18 23,263 8.00 $29,079 10.00%
Tier 1 {Core) Capital to risk weighted assets
Consolidated 30,431 10.57 11,521 4.00 N/A N/A
Bank 26,973 9.28 11,632 4.00 17,447 6.00
Tier 1 (Core) Capital to average assets
Consolidated 30,431 947 12,856 4,00 N/A N/A
Bank 26,973 8.38 12,872 4.00 16,091 5.00
2005
Total Capital to risk weighted assets
Consolidated $26,413 10.97% $19,258 8.00% NfA N/A
Bank 24,505 1017 19,284 8.00 $24,105 10.00%
Tier 1 (Core) Capital to risk weighted assets
Consolidated 24,206 10.05 8,629 4.00 N/A N/A
Bank 22,298 8.25 9,642 4,00 14,463 6.00
Tier 1 (Core) Capital to average assets
Consolidated 24,206 9.06 10,682 4,00 N/A N/A
8.34 10,698 4.00 13.373 5.00

Bank 22,298

The Company's principal source of funds for dividend payments
is dividends received from the Bank. Banking regulations require
maintaining certain capital levels and restrict the payment of
dividends by the Bank to the Company or by the Company to
shareholders. Specifically, a Florida state-chartered commercial
bank may not pay cash dividends that would cause its capital to
fall below the minimum amount required by federal or state law.
Accordingly, commercial banks may only pay dividends out of
the total of current net profits plus retained net profits of the
preceding two years to the extent it deems expedient, except
that no bank may pay a dividend at any time that the total of
net income for the current year when combined with retained
net income from the preceding two years produces a loss. The
{future ability of the Bank to pay dividends to the Company also
depends in part on the FDIC capital requirements in effect and
the Company’s ability to comply with such requirements,

NOTE 14—LOAN COMMITMENTS AND OTHER
RELATED ACTIVITIES

Some financial instruments, such as loan commitments, credit
lines, letters of credit and overdraft protection, are issued to
meet customer financing needs. These are agreements to pro-
vide credit or to support the credit of others, as long as condi-
tions established in the contract are met, and usually have
expiration dates. Commitments may expire without being used.
Off-halance-sheet risk to credit loss exists up to the face amount
of these instruments, although material losses are not antici-
pated. The same credit policies are used to make such commit-
ments as are used for loans, including obtaining collateral at
exercise of the commitment.

There are no unused lines of credit or letters of credit offered at
a fixed rate. The contractual amount of variable rate financial instru-
ments with off-balance-sheet risk was as follows at year end.

2006 2005
Loan commitments and unused lines of credit $31,929 §31,277
Standby letters of credit 847 549
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NOTE 15—FAIR VALUES OF FINANCIAL INSTRUMENTS

Carrying amount and estimated fair values of financial instruments were as follows at year end:

i 2006 2005
Carrying Fair Carrying Fair
Amount Value Amount Value
Financial assets
Cash and cash equivalents $ 4478 § 4478 $ 4787 $ 4,767
Securities avsilable for sale 26,059 26,059 24,211 24,211
Securities held to maturity 50 50 50 . 50
Loans, net 281,006 278,575 232,00 230,14
Federa! Home Loan Bank stock 1.071 1,071 1,062 1,062
Accrued interest receivable 2,107 2,107 1,425 1,425
Financial liabilities
Deposits 282,626 282,568 234,211 231,934
Federal funds purchased 182 182 — —
FHLB advances 11,650 11,604 13,650 13,650
Subordinated debentures 7,000 7,000 4,000 4,000
Accrued interest payable 257 257 161 161

The methods and assumptions used to estimate fair value are
described as follows:

Carrying amount is the estimated fair value for cash and cash
equivalents, interest-bearing deposits, FHLB stock, accrued
interest receivable and payable, demand deposits, short-term
debt, subordinated debentures and variable rate loans or deposits
that reprice frequently and fully. Security fair values are based
on market prices or dealer quotes and, if no such information is
available, on the rate and term of the security and information

about the issuer. For fixed rate loans or deposits, including
FHLB advances, and for variable rate loans or deposits with
infrequent repricing or repricing limits, fair value is based on
discounted cash flows using current market rates applied to the
estimated life and credit risk. Fair values for impaired loans are
estimated using discounted cash flow analysis or underlying
collateral values. Fair value of loans held for sale is based on
market quotes. Fair value of debt is based on current rates for
similar financing. The fair value of off-balance-sheet items is

considered nominal.
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NOTE 16—PARENT COMPANY ONLY CONDENSED
FINANCIAL INFORMATION

Condensed financial information of Jacksonville Bancorp, Ing.
follows:

CONDENSED BALANCE SHEETS
December 31,

2006 2005

ASSETS

Cash and cash equivalents $ 2605 3 1,669
Invesiment in banking subsidiaries 26,681 21,938
Other assets 992 360
Total assets $30,278 $23,967
LIABILITIES AND EQUITY

Subordinated debt $ 7,000 $ 4,000

Accrued expenses and other liabilities 140 121
Shareholders’ equity 23,138 19,846

$30,278  $23,967

Tota! liabilities and shareholders” equity

CONDENSED STATENMENTS OF INCOME
Years ended December 31,

2006 2005 2004

Other income $ 10 3 5 % 2
Interesi expense {(335) {246) {99}
Other expense {724) {528) (508)

Income (loss) before income tax

and undistributed subsidiary income {1,049) (769) {605}
Income tax expense (benefit) {347} (282) {227}
Equity in undistributed subsidiary income 3,225 2,660 1,713

$2,173

Net income § 2523 $1,335

i

. N1

CONDENSED STATEMENTS OF CASH FLOWS
Years ended December 31,

2006 2005 2004

Cash flows from operating activities

Net income $2523 $2173 $1,335
Adjustments:
Equity in undistributed
subsidiary income (3,225) (2,660)0 (1,713)
Amortization 1 2 1
Share-based compensation 381 13 -
Excess tax benefits from
share-based payment arrange-
ments prior to 2006 — 53 85
Change in other assets {633} 302 {297)
Change in other liabilities 19 21 {65)
Net cash from operating activities {934} 22 (654)
Cash flows from investing activities '
Investiments in subsidiaries {1,450} (1,700) (3,500
Net cash from investing activities (1,450} (1,700} (3,500)
Cash flows from financing activities
Proceeds from issuance of
subordinated debt 3,000 — 4,000
Proceeds from exercise of
common stock warrants —_ — 2,923
Proceeds from exercise of stock options 339 92 165
Excess tax benefits from share-based
payment arrangements in 2006 212 — —
Purchase of treasury stock i231] (186) —
Net cash from financing activities 3,320 (94} 7,080
Net change in cash and cash equivalents 936 (1,772 2,934
Beginning cash and cash equivalenis 1.669 3,441 507
Ending cash and cash equivalents $2605 $1,669 §3441
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NOTE 17—EARNINGS PER SHARE
The factors used in the earnings per share computation follow:

2006 2005 2004
Basic

Net income $2,523 $2,173 $1,335
Weighted average common shares outstanding 1,726,350 1,711,148 1,555,266

Basic earnings per common share $ 146 $ 127 $ 486

Diluted .

Net income \ 52,523 $2,173 $1,335
Weighted average common shares cutstanding for basic earnings per common share 1,726,350 1,711,148 1,555,266
Add: Dilutive effects of assumed exercises of stock options and warrants 86,540 88,526 142,468
Average shares and dilutive poiential common shares 1,812,890 1,799,674 1,697,734

Diluted earnings per common share $ 1.39 g 1.2 $ .79

Stock options for 47,000 and 34,000 shares of common stock were not considered in computing diluted earnings per common share
for 2005 and 2004, respectively, because they were anti-dilutive. No stock options were anti-dilutive for 2006.

NOTE 18—OTHER COMPREHENSIVE INCOME (LOSS)

Other comprehensive income (loss) components and related tax effects were as follows:
2006 2005 2004

Unrealized holding gains {losses) on available for sale securitigs $103  §(354) 3${142)
Reclassification adjustment for (gains) losses realized in income - — (6}
Net unrealized gains {losses) 109 354y {147
Tax etfect {41) 133 56
Other comprehensive income (loss) 8 68 3221 3§ (91)

NOTE 19—QUARTERLY FINANCIAL DATA (UNAUDITED)
Net Interest

Income after
Earnings per Share

Interest Pravision for Net

Income Loan Loss Income Basic Diluted
2006
First Quarter 4,855 2,340 508 .30 .28
Second Quarter 5,355 2,673 689 40 .38
Third Quarter 5,782 2,746 677 .39 .37
Fourth Quarter . 6,025 2,767 649 37 36
2005
First Quarter 3.356 1,980 367 21 .20
Second Quarter 3,639 1,963 443 .26 25
Third Quarter 4,175 2,301 676 .39 .38

Fourth Quarter 4,578 2,494 €87 A1 .38
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Our common stock is traded on NASDAQ under the symbol
JAXB. The following tablte shows the high and low sale prices
of our common stock for each guarter of 2005 and 2006.

Year Quarter High Low

2005 First $30.00 $25.75
Second $30.00 $26.40
Third $30.90 $25.50
Fourth $34.00 $27.96

2006 First $36.71 $32.86
Second £38.99 $30.49
Third $33.00 $27. M1
Fourth $33.72 $30.00

]

As of March 1, 2007, the Corporation had 1,743,338 outstanding
shares of common stock, par value $.01 per share, held by -
approximately 147 registered shareholders of record.

it is the policy of our board of directors to reinvest earnings for
such period of time as is necessary to ensure our successful
operations. There are no current plans to initiate payment of cash
dividends, and future dividend policy will depend on our earn-
ings, capital and regulatory requirements, financial condition,
and other factors considered relevant by our board of directors.
For more information regarding the Company’s ability to pay
dividends, please refer to the Regulation and Supervision
section under Item 1.
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Equity Compensation Plans Information

The following table sets forth the securities authorized for issuance under the equity incentive plans as of December 31, 2006:

Ptan Category

Number of securities
to be issued upon exercise
of outstanding options,
warrants and rights

Weighted average exercise
price of outstanding options,

warrants and rights

Number of securities
remaining available
for future issuance

Equity compensation plans approved by security holders 166,085 $14.59 43,896
Equity compensation plans not approved by security holders - — -
Total 166,085 $14.59 43,896
Shareholder Performance Graph
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COMPANY PURCHASES OF EQUITY SECURITIES

Following approval by the sharéholders at the 2003 Anrual Meeting, the Company established the Birectars’ Stock Purchase Plan

for nonemployée directors. Under this plan, directors may elect to feceive shares of the Company's common stock as an alterfative

to the eduivalent of cash for directors’ fees. All transactions executed under this plan were open-market purchases and were

accounted for as treasury Stock on the date of purchase. The Company repurchased an aggregate of 1,660 shares of its common

stock during the last guarter for issuance under this plan.

‘ Maximum aumber (of
Total number of shares  approximate dollar value)
purchased as part of of shares that may yet be

Total number of . Average price paid publicly announced puréhased under the plans
Period Ll shares purchased _ per share _ plans of programs _ or programs
October 1-October 31, 2006 — — — .
November 1-November 30, 2006 1,650 $35.00 — —
Decémber 1-December 31, 2006 — — — —
Total : 1,650 — — —

40-41




0717
art
F TR

Market Risk

Market risk is the risk of loss from adverse changes. in market
prices and rates. Our market risk arises primarily from interest-
rate risk inherent in lending and deposit-taking activities. To that
end, we actively monitor and manage interest-rate risk exposure.
There are three primary committees that are responsible for
monitoring and managing risk exposure; ‘

The ALCO Committee of the Board of Directors meets quarterly

to review a summary reporting package along with strategies
proposed by management.

The Executive ALCO Committee, which consists of the Chairman
of the ALCC Committee of the Board, Chief Executive Officer,
Chief Financial Officer and Chief Lending Officer, meets quarterly
to review the liquidity position and earnings simulation reports
and to ensure there is adequate capital to meet growth strategies.
Strategy development is structured to mitigate any exposure
that is indicated through the modeling.

The Liguidity and Pricing Committee meets monthly to execute

the strategies set forth by the preceding two committees. Senior
management and select mermbers from the finance department
comprise this committee.

Disclosures about the fair value of financial instruments, which
reflect changes in market prices and rates, can be found in
Note 15 of the Notes to Consolidated Financial Staternents.

The Company utilizes a third party and its proprietar\} simulation
model to assist in identifying and managing interest-rate risk.
The December 31, 2006 analysis of the Company’s sensitivity
to changes in net interest income under varying assumptions
for changes in market interest rates is presented below. Specif-
ically, the model derives expected interest income and interest

expense resulting from an immediate and paralle! shift in the
yield curve in the amounts shown.

The starting balances in the Asset/Liability model reflect actual
balances on the "as of " date, adjusted for material and signifi-
cant transactions. Pro forma balances remain static unless
otherwise noted by management. This enables interest-rate
risk embedded within the existing balance sheet structure to
be isolated (growth assumptions can mask interest-rate risk}.
Management believes the most indicative indicator of risk is
the +/- 200 basis point “shock” (parallel shift) scenarioc. To pro-
vide further exposure to the level of risk/volatility, a “ramping”
(gradual increase over 12 months) of rates is modeled as well.

Rate changes are matched with known repricing intervals and
assumptions about new growth and expected prepayments.
Assumptions are based on the Company’s experience as well
as industry standards under varying market and interest-rate
environments. The measurement of market risk associated with
financial instruments is meaningful only when all related and
offsetting on- and off-balance-sheet transactions are aggregated
and the resulting net positions are identified.

The analysis exaggerates the sensitivity to changes in key inter-
est rates by assuming an immediate change in rates with no
management intervention to change the compeoesition of the
balance sheet. The Bank’s primary objective in managing interest-
rate risk is to minimize the adverse impact of changes in inter-
est rates on net interest income and capital, while adjusting our
asset-liability structure to obtain the maximum yield-cost spread
on that structure. However, a sudden and substantial change in
interest rates may adversely impact earnings to the extent that
the interest rates borne by assets and liabilities do not change
at the same speed, to the same extent or on the same basis.
The Bank does not engage in trading activities.
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Interest Rates Interest Rates

Decrease 200 BP Base Increase 200 BP
Hypothetical Net Interest Income 11,382 11,350 11,253
Net Interest Income {$ change) 32 — {97
Net Interest Income (% change) .28% — .85%
Hypothetical Market Value of Equity 30,943 31,607 30,695
Hypothetical Change in Market Value (664) — 912

While management carefully monitors the exposure to changes
in interest rates and takes necessary actions as warranted to

decrease any adverse impact, there can be no assurance on the
actual effect on net interest income as a result of rate changes.

Impact of Inflation and Changing Prices

The financial statements and related data presented herein have
been prepared in accordance with generally accepted account-
ing principles, which require the measurement of financial posi-
tion and operating results in terms of historical dollars, without

considering changes in the relative purchasing power of money
over time due to inflation. Unlike most industrial companies,
substantially all of our assets and liabilities are monetary in
nature. As a'result, interest rates have a more significant impact
on our performance than the effects of general levels of inflation.
Interest rates do not necessarily move in the same direction or
in the same rmagnitude as the prices of goods and services,
since such prices are affected by inilation to a larger extent than
interest rates.
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DIRECTORS

Donald E. Roller
Chairman of the Board
Jacksonville Bancorp, Inc.

Price W. Schwenck
Chairman of the Board
The Jacksonville Bank

D. Michael Carter
CPA

Melvin Gottlieb
CEO, Martin Gottlieb & Associates, LLC
CEQ, Gottlieb Financial Services, LLC

James M. Healey
Director & Partner, Mint Magazine, Inc.
" Director & Partner, Tennessee Mint, Inc.

John C. Kowkabany
Former Mayor of Neptune Beach, Florida

R.C. Mills
President, Heritage Propane Partners, LP

Gilbert J. Pomar, lli

President & CEO, Jacksonville Bancorp, Inc.

President & CEQ, The Jacksonville Bank

John W. Rose
President, McAllen Capital Partners, inc.

John R. Schultz
Vice President, Schultz Investments, Inc.

Charles F. Spencer
President, INOC LLC
President, Cottage Street Land Trust, tnc.

Bennett A. Tavar
President, Logical Business Solutions, Inc.

Gary L. Winfield, MD
Owner, Sandcastle Family Practice

EXECUTIVE OFFICERS

Gilbert J. Pomar, Il
Jacksonville Bancorp, Inc.
The Jacksonville Bank

Valerie A. Kendall
Jacksonville Bancorp, Inc.
The Jacksonville Bank

Scott M. Hall
The Jacksonville Bank

COMMITTEE CHAIRMEN

D. Michael Carter
Audit Committee
Jacksonville Bancorp, inc.

R.C. Mills
Executive Committee
Jacksonville Bancorp, Inc.

John W. Rose
QOrganization & Compensation Committee
Jacksonville Bancorp, Inc.

John R. Schultz
Loan Committee
The Jacksonville Bank

Price W. Schwenck
Asset/Liability Management Committee
The Jacksonville Bank

Bennett A. Tavar
Nominating & Corporate Governance Committee
Jacksonville Bancorp, Inc.
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